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This kind of arithmetic 
may put Johnny through college 


Here’s how it works out: 


$3 put into U. S. Savings Bonds today 
will bring back $4 in 10 years. 


Another $3 will bring back another $4. 
So it’s quite right to figure that 3 plus 
3 equals 8... or 30 plus 30 equals 80 
... or 300 plus 300 equals 800! 


It will... in U.S. Savings Bonds. And 
those bonds may very well be the means 


of helping you educate your children as 
you’d like to have them educated. 


So keep on buying Savings Bonds— 
available at banks and post offices. Or 
the way that millions have found easiest 
and surest—through Payroll Savings. 
Hold on to all you’ve bought. 


You'll be mighty glad you did... 
10 years from now! 























D SAVE THE EASY WAY...BUY YOUR BONDS THROUGH PAYROLL SAVINGS 
Contributed by this magazine in cooperation 
with the Magazine Publishers of America as a public service 
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Dout 
MISTAKE THE NAME! 


This thought strikes us occasionally — could our name 
Addressing Machine & Equipment Co. cause readers to 


relegate our services solely to mailing departments? 


Of course, we do know that many Accountants, Comp- 
trollers and Purchasing Agents rely on us for rebuilt 
accounting, bookkeeping, billing and calculating machines. 
Would you mark that up in your memory for the next time 


Systems are being considered. 


Our representative will work with you in suggesting the 
proper business machines — subject, of course, to your 
own advice. Now, no priority or Government approval is 
needed to obtain our rebuilt and reconditioned machines. 
All machines are guaranteed to look and operate like new 
and are serviced Free for one year. We invite you to call 


for the services of a Systems and Methods representative. 


P.S.—If you advise clients to sell surplus machines please tell us. It will be 
greatly appreciated both by us and your professional colleagues. 


ADDRESSING MACHINE & EQUIPMENT CO. 


326-330 BROADWAY NEW YORK 7, N. Y. WOrth 2-533) 


September 





Ta tehie ads 


OPE 


d 
i 
= 
a 
ai 
t 
H 
r 
Ai 
a. 
z 
i 
i 
i 
iz. 
E 





> 
t 
F 
i 
| SELECTIVE * SWIFT * DEPENDABLE 
| Ba Write for details of 
A reporting in your field 4 
“$ ; 
: COMMERCE) CLEARING; HOUSE; ING, E 
ll be page ‘PUBLISHERS OF TOPICAL LAW REPORTS 
jues. E i cisternae gua: 214 1. senna Ave peantiee eco: 








The reflected glare of light on paper work 
bounces back into the eyes, where Nature has pro- 
vided no protection. It causes eye fatigue, which, 
too often, communicates itself to other parts of the 
body and brings on that “tired-all-over” feeling. 


Accuracy suffers... work drags... errors creep in. 


“EYE-EASE” paper minimizes such reflected 
glare . . . guards workers’ eyes against strain and 


fatigue. Its correct green-white tint, combined with 


ccou. Forms - 7741 Series ° 

: Analys' ‘Pads and bes 
‘siaehs 5 

Columnar Fortis: ; 

Commercial sae ; Re makes for greater working efficiency at any time, 


restful brown and green ruling, is easy on the eyes, 


under any kind of light. It speeds up work. It helps 


to keep workers longer at their best. 


ONLY NATIONAL - 
MAKES “EYE-EASE”: ASK YOUR STATIONER 


and write us for a copy of booklet 
| =——paye 


=2N ATIONALS— E-10, “REDUCE EYE FATIGUE.’ 


NATIONAL BLANK BOOK COMPANY 
HOLYOKE, MASSACHUSETTS 


CHICAGO BOSTON SAN FRANCISCO 
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‘es, @@PStarting some years ago with National Ac- 
‘ f@ounting Machines in one of its divisions for 
ne, jj . 


isting customers’ accounts and ledgers, the Shell 
Ips OW Company has gradually extended their use 
mough its marketing divisions. 
Nationals Speed up posting operations. Their 
any time-conserving automatic features—such 
Sautomatic tabulation and automatic clearance 
balances—give them an advantage in speed. 
let Users find it so simple to train personnel to 
grate Nationals, thanks to their many standard 
atures, such as standard adding machine key- 
tard, standard typewriter keyboard, and com- 
tte visibility of postings on forms. 
Nationals have all-around utility. They can be 
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changed from one posting operation to another 
by just changing form bars—and this takes but 
a matter of seconds. 

As for Shell Oil, so for other manufacturers 
and for businesses of every kind, National Ac- 
counting Machines work important savings and 
promote efficiency. 

Whether your business is large or small, there 
is a chance that National may be able to suggest 
new and better methods that will reduce ac- 
counting costs and increase profits. The National 
Cash Register Company, Dayton 9, Ohio. Offices 
in principal cities. 





tking Business easier for the American Businessman. Wialional 


CASH REGISTERS * ADDING MACHINES 
ACCOUNTING-BOOKKEEPING MACHINES 
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It took two wars 
to move him over 
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Thirty years ago, business regarded 
the auditor only as a liability... never 
as a profit-creating business factor. , 


Bor war and sweeping changes in 
the national economy revolutionized 
this philosophy . .. and the status of the 
internal auditor—now a positive asset 
to management. He checks each of the 
complexly interlocked phases of the 
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business operation... sees to it that 
practice and plan mesh. A profitable 
man to have on management’s payroll, 
the internal auditor serves best when 
he has access to current facts. 

McBee is not an auditing firm...but 
with products and methods evolved in 
40 yearsofexperience...aids the internal 
auditor by making fresh facts available 
faster and in more useable form. 


THE McBEE COMPANY 


SOLE MANUFACTURERS OF KEYSORT 
295 Madison Ave., New York 17, N.Y... . Offices in principal cities 
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An Analysis of Charges and Credits 


to Earned Surplus 


1939-1944 
Witiiam W. WErRnTz and Earte C. Kino! 


Introduction 

Much has been written and very 
much more said about the propriety of 
excluding expense and income items 
from the income account. Much effort 
has been directed toward developing a 
formula that would operate about like 
an apple sorting machine—run all your 
charges and credits through and the 
machine will automatically show what 
goes to surplus and what is a true com- 
ponent of periodic net income. It has 
been charged, however, that each indi- 
vidual tends to construct his own sort- 





Wittram W. WernvTz has been 
chief accountant of the Securities 
and Exchange Commission since 
1938. Prior thereto he had taught 
accounting and law at Yale Univer- 
sity and had served as a trial at- 


torney with the Commission for 
several years. 
EarLE C. Kine has been with 


the Securities and Exchange Com- 
mission since 1934 and has been 
assistant chief accountant since 1938. 
Prior thereto he was engaged in 
public and private Accounting work 
for many years. 














ing machine according to his own 
specifications and to gear it in such a 
way that it will sort out his own apples 
very nicely, but will, in the opinion of 
others, operate very badly when applied 
to anyone else’s apples. The sorting 
teeth to which items are subjected have 
been variously described as “abnormally 
large,” “immaterial,” “affecting the 
business of another year,” “not re- 
lated to regular operations,” “extraor- 
dinary,” “non-recurring,” “large 
enough to distort,’ “consistency,” 
“special,” “adjustments of prior years” 
and doubtless many others. Some cynics 
have even charged that the principal 
test is nothing more nor less than the 
final net income figure for this year and 
last. 


Writers and speakers have often in- 
veighed against the carrying of any 
expenses or income items to surplus. 
Other writers and speakers have sought 
to establish earned surplus as a sort 
of overall clearing account and, to use 
a somewhat uncharitable term, dump- 
ing ground. Still others, and they prob- 
ably constitute a majority, have sought 
to steer a middle course with the aid 
of a self-created sorting machine. 


* Chief Accountant and Assistant Chief Accountant of the Securities and Exchange 


Commission. 


A large part of the analytical and statistical work of the study was 


performed by Wallace B. Dunlap, Research Accountant. 
Any opinions herein expressed are, of course, to be considered solely as opinions of the authors. 
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Most discussions of the subject are 
predicated on the facts of one case, or 
perhaps a handful of cases, although, 
of course, each participant has in mind 
a large or small body of other, unmen- 
tioned cases, which he has handled 
seen. Writers and students may have 
based their conclusions on an extensive 
and careful study of a large number of 
cases, but rarely if ever have their case 
materials been available for general 
scrutiny. Consequently, their generali- 
zations and conclusions are often ac- 
cepted or challenged not on the basis 
of the cases from which they were 
drawn, or on the ground that their 
sample was or was not representative, 
but rather from the standpoint of the 
reader’s own conclusions drawn from 
his own experience. It was in part to 
provide a common basis for discussion 
that this study was undertaken. 

This, however, was not. its sole 
purpose. In addition, it seemed im- 
portant to determine how, in actual 
practice, representative companies and 
accountants were handling items within 
the general area about which so much 
debate has taken place and to measure 
the effect which the use of different, and 
equally hotly advocated, methods would 
have had on reported income. 

A report of such a study (and this 
report is no exceptton) has two major 
defects. It makes very dry reading 
since it must be factual and statistical 
to be helpful. Nor does it reflect ‘the 
reasons” why in a particular case a 
particular charge or credit was handled 
in a particular way. With many of the 
reasons readers might well agree—but 
the average reader of a financial state- 
ment does not have access to such 
reasons, only to the results. Moreover, 
to introduce such “reasons”: would, 
largely, defeat the purpose of the study 
because it would introduce our sorting 
machine and to that extent submerge or 
color results. 


The Scope and Results of the Study 
The financial statements of 162 com- 
years 1939 through 1944 


panies for the : 
contained in the annual reports (Forms 
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10-K) on file with the Commission 
were reviewed for the purpose of de- 
termining (1) to what extent credits 
and charges were made to earned sur- 
plus in respect of items other than net 
income and dividends; (2) the na- 
ture of such credits and charges; (3) 
whether there was consistency in the 
treatment of similar items especially by 
companies in the same industry and 
by certifying accountants; and (4) the 
year-by-year and cumulative effect upon 
net income of the exclusion of some 
items of income and expense from the 
income account. 


The group of companies chosen was 
intended to be representative of both 
large and medium sized companies in a 
variety of businesses. Fifty-three in- 
dustry groups were represented in the 
study. Of the 162 companies involved 
14, or 9 per cent, reported net income 
in excess of $25,000,000 for 1944; 64, 
or 39 per cent, reported net income 
of less than $25,000,000 but more 
than $5,000,000; and 84, or 52 per 
cent, reported net income of less 
than $5,000,000. The statements con- 
sidered involved certifications by 45 
accountants. 

The statements of all but 18 of the 
companies disclosed entries to earned 
surplus, other than for dividends and 
transfers of net income, in one or more 
of the years involved. However, many 
of the 144 companies reporting such 
surplus entries found them unnecessary 
in certain years; thus in 1939 there 
were 69 companies reporting no such 
entries to earned surplus, in 1940 there 
were 64, in 1941 there were 81, in 
1942 there were 84, in 1943 there were 
86, and in 1944 there were 85. 


Entries to earned eg tary were found 
to fall into 18 general and 121 specific 
classifications. So far as could be de- 
termined from the information con- 
tained in the Forms 10-Kk, entries were 
found to have been ma le to income in 
respect of items applicable to at least 
14 of the general and 46 of the speci 
classifications. The 4 general cassift- 
cations in respect of which no income 
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An Analysis of Charges and Credits to Earned Surplus 


entries appeared were: (1) Capital 
stock; discount, premiums, commis- 
sions and expense; (2) Consolidation 
adjustments; (3) “Tax-savings” ad- 
justments and taxes applicable to sur- 
plus items; and (4) quasi-reorganiza- 
tions. Table I, which follows, lists the 


18 general classifications and shows, 
in: respect of each classification, the 
number of companies reporting entries 
to earned surplus, the number of such 
entries, and the number of entries to 
income ; similar data for the 121 specific 
classifications is shown in Appendix A: 





TABLE I 
Number of entries 
Number 
of To earned To 
companies surplus income 
Classifications in respect of which only entries to earned 
surplus were reported: 
(1) Capital stock: discount, premiums, commissions 
MPC OSE ONISE) om cce-d csc elererelolare p eareie ke BE ein ceed 45 105 — 
(2): Consolidation: adiustments: .....404<000000+ dese 33 57 — 
(3) “Tax-savings” adjustments and taxes applicable 
TO SUBPIIS MONIES oc cre cere dec atc owenaeed ndeudeoes 13 25 -- 
(4). @uasi-rearcanizations: <6. c.ciccccccevsscnececus 7 10 — 
Classifications in respect of which entries to both earned 
surplus and income were reported: 
(5) Adjustments applicable to prior years—Taxes.. 71 142 118 
(6) Adjustments applicable to prior years—Other... 26 44 20 
(7) Reserves, other: provisions, reversals and ad- 
PEGE OS GS occ ok oe 5 er ore Noe RUNES E ees 52 147 416 
(8) Investments: written down or off, reserved for 
OP GISHOSER, OF) vii ecccerccse cele nie ne enedees 43 128 80 
(9) Bonds: discount, premiums and expense....... 29 70 52 
(10) Property, plant and equipment accounts, and 
FESEEVE for GEPLECIAtION. <6655 6.6600 scleee waves ores 36 48 29 
(11) Pension, retirement and annuity plans.......... 20 43 137 
CEZ) POLGIGh CXCHANGE: 6.5.5.0: io 5.sino-450 case wstwictc cee sarees 19 39 98 
(13) Goodwill, trademarks and brands.............. 20 31 14 
(14) Securities, other than investments............. 8 30 187 
(15) Fixed or “capital” assets disposed of........... 14 25 274 
(16) Government contract renegotiation: provisions 
SUCH AERO OS, che aba: 05s, creer ee eleio arse Roce ela 14 21 20 
(17) Unconsolidated subsidiaries «........¢ 0.005.ese00 6 15 9 
(18) Other miscellaneous: adjustments Buchan aha alae aah oes 31 60 33 








~The following tabulation shows, 
comparatively, the number of debits and 
credits, by years, which comprised the 
total number (1040) of entries to 
earned surplus during the six years 
reviewed : 


TABLE II 

Debits Credits Total 
Pe tekors tarot 125 83 208 
132): (Lee 119 101 220 
Le | ee 95 76 171 
Oe re 65 79 144 
i? ere ii 76 153 
[MC |. A erearen 73 71 144 
ito; | area 554 486 1040 


This tabulation disregards materi- 
ality of the items. Applying a ma- 
eriality test of 5% of net income 
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(before giving effect to the entries 
tested) and eliminating therefrom all 
items which are thus determined to be 
immaterial the tabulation would read 
as follows: 


TABLE III 

Debits Credits Total 
1? 60 eee 67 32 99 
194O can 67 46 113 
TSE. cise ore 55 36 91 
1D Prepare eae 32 35 67 
T9GS oo cs 44 39 83 
1 ora 42 35 77 
Total... .c.: 307 223 530 


It will be seen from Table I that, 
with respect to those 14 general classi- 
ications where entries to both earned 
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surplus and income were reported, there 
were 843 entries to surplus and 1,487 
entries to income. This preponderance 
of entries to income is attributable to 
the five classifications shown in the fol- 
lowing table: 


TABLE IV 
Number of entries 
To earned To 
Classification surplus income 
Reserves, other: provisions, 

reversals and adjustments 147 416 
Pension, retirement and an- 

PEW DIANS iiss ceases 43 137 
Foreign exchange ........ 39 98 
Securities, other than in- 

WE BUINONES ..0is 5 vb 006 sce 30 187 
Fixed or “capital” assets 

GIRDOSEE O8 .iccs00 tise 25 274 


It was found that one or more com- 
panies reported entries to both income 
and earned surplus with respect to 6 
of the general and 11 of the specific 
classifications. Also, one or more ac- 
countants approved entries to both in- 
come and earned surplus with respect 


TABLE V 


Adjustments applicable to prior years: 


MS a ago ods foresee eran Siete EPO aceLa the 

RORU AOTC st ssa cite oie o siaeia sakes eres (FO 
Reserves, other: provisions, reversals and adjustments 1 
written down or off, reserved for or 


Investments: 
disposed of 


Bonds: discount, premiums and expense 


to 10 of the general and 23 of the 
specific classifications. 

As stated previously, 18 companies 
found it unnecessary to make an entry 
to earned surplus, other than for divi- 
dends and transfers of net income dur- 
ing the six years 1939-1944, inclusive. 
Six additional companies had no such 
entries to earned surplus during this 
period except in respect of premiums 
on preferred stock (3 companies), 
elimination of deficit through quasi- 
reorganization (1 company) and re- 
serves provided and currently adjusted 
by charges or credits to income (2 
companies). Each of these 24 com- 
panies charged or credited income with 
items similar in character to those 
charged or credited to earned surplus 
by the other 138 companies included 
in the study. The number of such 
entries made to income by these 24 
companies and the nature of the entries 
is shown below: 


Number , : 
of Number of entries to income 


companies Material Immaterial Total 


Property, plant and equipment accounts, and reserve 
I oe ens 


for depreciation .. 


Pension, retirement and annuity plans... 
PGT RIOT ORCNANOS ono bo 6icu eWaleieeie ara sews 
Goodwill, trademarks and brands........ 
Securities other than investments........ 
Fixed or “capital” assets disposed of..... 
BIMBGEMOREOUS cc. os-o osvcie.e on ie ire sess 58" 


It will be noted from the preceding 
Table V that many of the entries were 
inaterial. The following are some out- 
standing examples of these material 
items. (See Table VI on pages 490 
and 491, following. ) 

As stated. previously, certain com- 
panies charged or credited similar items 
to both income and earned surplus. The 
following are outstanding examples of 
this practice: 


> 
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eer erent rp 7 13 20 
Setar eee seers 2 1 1 a 

5 44 29 73 
Aa opalyeeavenets 4 6 10 16 
eam antes — 1 1 
hee ee Tse 5 5 15 20) 
FeeiacMeleacia tn Z _- 4 4 
Brenner 5 4 17 21 
Reet eter 1 = 2 Z 
Se ee 7 + 24 28 
Sienieg hae tater 10 5 48 53 

4 | ] 5 





Premiums, Discount and Expense 
on Bonds: 
Company “J” charged earned sur- 

plus in 1940 with an amount of 

$229,000 representing “premiums on 
debentures called” and in 1942 charged 
income with $130,000 for “debt refund- 
ing charges —call premium and ex- 
pense.” Net income as reported for 

1940 was $869,000 and for 1942 was 

$1,012,000. 


September 





iain aici tet Gand ee OO 


f the 


Danies 
entry 
- divi- 
> dur- 
usive, 
such 
x this 
niums 
nies ), 
juasi- 
d re- 
usted 
ie (2 
com- 
with 
those 
irplus 
luded 
such 
se 24 


ntries 


come 
Total 


20) 


we to 


/ 


_ 


mb 
mw Poet 





An Analysis of Charges and Credits to Earned Surplus 


Provision for Contingencies: 


Company “K” charged earned sur- 
plus with $21,000 in 1942 for “pro- 
vision for contingencies ;” net income 
in that year was reported as $296,000 
or $3.50 per share. In 1943 and 1944 
similar provisions of $15,000 and 
$155,000, respectively, were charged to 
income; net income for 1943 and 1944 
was reported as $319,000 ($3.86 per 
share) and $282,000 ($3.76 per share), 
respectively. 

Company “L” charged income in 
1941 and 1943 with $1,500,000 and 
$271,000, respectively, for “provision 
for war contingencies.” In 1942 a 
similar provision of $1,602,000 was 
charged to earned surplus. Had the 
1942 item been charged to income, a 
loss of $2.15 per share would have been 
reported for that year instead of a 
profit of $1.41 per share as was re- 
ported. In 1941 and 1943 net income 
per share was reported as $1.71 and 
$2.00, respectively. If the item had 
been charged to surplus in each year 
net income per share for 1941 and 
1943 would have been $5.04 and $2.60, 
respectively. 

Company “M” provided from earned 
surplus “for contingencies,” in 1939 
($1,193,000) ; in 1940 ($2,000,000) ; 
in 1941 ($2,700,000): and in 1942 
($750,000). In 1941, 1942, 1943 and 
1944 it charged income for “special 
after-war adjustment reserve” with 
$500,000, $1,500,000, $4,000,000 and 
$1,000,000, respectively. The following 
table shows the effect upon net income 
per share had the provisions for these 
reserves been charged either to income 
or earned surplus consistently : 

TABLE VII 


Net income 


Net income per share 
per share had all 
had all provisions 
Net income provisions been charged 
per share been charged to earned 
as reported to net income surplus 
1939.... $10.63 $9.23 $10.63 
1940... 10.50 8.27 10.50 
i) 10.44 7.58 10.97 
TaD os: 8.77 8.00 10.28 
LS 8.85 8.85 12.70 
1944... 8.90 8.90 9.81 


Company “N” credited earned sur- 
plus in 1941 and 1942 with $1,227,000 
and $523,000, respectively, in respect of 
‘“unrequired reserve for contingencies.” 
In 1942 and in 1944 charges to in- 
come of $500,000 and $1,000,000, re- 
spectively, were reported for “post-war 
contingency reserve.” 


Provision for Foreign Investments: 


Company “O” charged earned sur- 
plus in 1939 and 1940 with $9,500,000 
and $7,000,000, respectively, repre- 
senting “transfer to reserve for for- 
eign investments ;” in 1941 a “provision 
for foreign investment reserve” of 
$2,000,000 was charged to income. 

Company “P” charged $75,000,000 
to earned surplus in 1940 described 
as “Contingency reserve for foreign 
investments;” in 1941 a charge of 
$30,000,000 was made against income 
for “provision for losses on foreign 
investments.” ($30,000,000 would af- 
fect net income per share $1.10, and 
$75,000,000 is equal to $2.75 per share. 
Net income per share was reported as 
$4.54 and $5.15, respectively, in 1940 
and 1941.) 

It has also been noted that some of 
the accountants who certified the finan- 
cial statements of the companies in- 
cluded in the study approved charges 
and credits of items identical in nature 
to both income and earned surplus. 
For example, Company “Q”, in 1940, 
charged income with $6,400,000 for 
“redemption premium and balance of 
unamortized -discount and expense on 
bonds refunded.” This charge repre- 
sents 54-% of the company’s net in- 
come (exclusive of this charge). Com- 
pany “R’, in the same year, charged 
$10,100,000 to earned surplus for 
“premium and unamortized debt dis- 
count and expense on bonds called 
for retirement.” This charge equalled 
20+-% of the company’s net income 
as reported. Each company’s statements 
were certified by the same accountant 
and the companies were in the same 
industry group. Another accountant 
approved a credit to surplus in 1942 
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by Company “S” of $2,000,000 (22% 
of net income) representing “adjust- 
ment of Federal income taxes, prior 
years” while in the statement of Com- 
pany “T” for 1943, certified by the 
same accountant, $1,422,000 (18% of 
net income) was credited to income. 
Still another firm of accountants certi- 
fied the statements of Company “U” 
which contained a charge in 1939 of 
$548,000 to earned surplus (8% of net 
income) for “premiums and expense on 
subsidiary company bonds retired :” 
this same accounting firm certified 
statements of Company “V” in 1942 
wherein appeared a charge to income 
of $392,000 (also 8% of net income) 


for “premiums and expense on bonds 
purchased and cancelled.” 

Numerous inconsistencies in practice 
as between companies and accountants 
were found to exist with respect to 
transactions common to certain indus- 
tries. An interesting example in this 
respect is found in the treatment of 
refunds of, and unrequired reserves for, 
processing and floor stock taxes as a 
result of the invalidating in 1936 of the 
Agricultural Adjustment Act. Twenty- 
three companies reported refunds of, 
or elimination of reserves for, these 
taxes in various years from 1936 
through 1942. The following tabulation 
indicates the various treatments af- 
forded these refunds: 





TABLE VIII 
Amount of % of net 
recovery or income 
unrequired (exclusive of Account 
Company Year reserve this item) credited 
“W” LS RNAI Rae ere aoe $8,314,000 87. Income 
eS AT ee ee aa 7,905,000 Vie Earned Surplus 
iS PAD shets sie cisoacls-s rots 3,224,000 520. = 4 
a Ads Bn Grass eer 1,954,000 107. 
"je (Peg BPD acacia anes oes 1,602,000 a 
“AA” PRRs i as aos ween 230,000 14. Income 
“BB” BS cans Sais ale eens 906,000 a7. Earned Surplus 
ai UR eee 115,000 ihe i 
“DD” Be oe ncn Gain eiea 97,000 12. 
Sa aha raven eee ats 90,000 25. 
EI Behar om ial ecorae sera 40,000 2 Income 
oy RRR Dante fg sretecn: 2,141,000 15. i 
—- ‘ § 780.000 3; Py 
Fl a L 1,950,000 8. Earned Surplus 
GG” BG oe sharndtwwoaec 300,000 8. sy 
HH Re fra swine ear a 2,234,000 10. 
I] TS Se reien sero 192,000 16. 
1] SR ee, ok eT 296,000 8. Income 
Kk BAN ccck nas wate civ sian s 4,000 0. Earned Surplus 
i ROEM: vec’ ahs Cheese ei a 329,000 41. 7 
BOS ia sin tes us atoeeads 28,000 2 Income 
MM” Sa a ec Pt 381,000 10. ? 
“NN” US Sere re oe 1,659,000 25. Earned Surplus 
OO ROR iets: sore uracebiece 500,000 27. - S 
PONDS AK occ as eaten 40,000 ] 
“PP” LEC ey yt rn eemeens 175,000 rE. Income 
Gs © ide ME) Aer cnatela?-acataesceres 618,000 2 ie 


#Appropriated a like amount, from Earned Surplus, to 


tingencies. 
*Appropriated a like amount, 
Companies “W” and “X” are en- 
gaged in the same business. Had each 
company credited the refund to the 
same account—either to income or to 
earned surplus—net income per share 
of each company would have been af- 
fected as indicated in the following 
tabulation : 
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“Reserve for War Con- 


from Income to “Reserve for Foreign Investments 


TABLE IX 
Company Company 
sad “oe 
Net income per share— 

As reported..... << BOON $ .40 

If refund credited 
to income ....... 3.01 2.34 

If refund credited 
to earned surplus 1.60 40 
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An Analysis of Charges and Credits to Earned Surplus 


Companies “EE”, “F”’, “FF”, “GG” 
and “HH” are all in the same highly 
competitive industry group. Yet the re- 
funds were recorded in four different 
ways, i.e., (1) to income, (2) to in- 
come with an offsetting appropriation 
to ‘‘Reserve for Foreign Investments,” 
(3) to earned surplus and (4) partly 
to income and partly to earned surplus. 
Companies “EE” and “HH” were 
audited by the same accounting firm; 
however, one company applied the re- 
fund to income and the other to earned 
surplus. Ten accounting firms, four of 
which approved entries covering these 
tax adjustments to both income and 
earned surplus, were involved in the 
certification of the statements of these 
twenty-three companies. 

Another inconsistency in the treat- 
ment of similar items appeared for the 
first time in the 1944 reports. Company 
“RR” charged to income an item 
captioned “Additional franchise tax 
(N.Y.) assessable on prior years’ 
profits resulting from change in tax 
law.” while Company “SS” charged a 
similarly described item to surplus. It 
is interesting to note that had the 
second company charged the item to 
income its net income per share for 
1944 would have been reduced to $1.83, 
as compared with reported net income 
per share of $2.33 in 1944, $2.40 in 
1943, $3.03 in 1942, $3.62 in 1941 and 
$2.91 in 1940; also that this Company 
did not report any entries to earned 
surplus during the vears 1940 through 
1943. 

Various methods were also used in 
accounting for so-called “‘past-service” 
pensions. Seven, companies charged all 
appropriations or payments to income; 
four companies charged lump-sum ap- 
propriations or payments to earned 
surplus and made no charges to in- 
come; two companies charged periodic 
appropriations or payments to earned 
surplus and made no charges to in- 
come ; three companies made lump-sum 
and periodic appropriations which they 
charged partly to income and partly to 
earned surplus; three companies made 
payments annually of which the por- 
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tion equal to the “tax-saving’”’ thereon 
was charged to income aad the balance 
to surplus; one company made an ap- 
propriation of $5,000,000 from earned 
surplus to a reserve in 1943, paid 
$1,100,000 applicable to the plan in 
each of the years 1943 and 1944, 
charged to income $900,000 in 1943 
and $950,000 in 1944 representing the 
“tax-saving” on the payments and 
charged the balance of the payments, 
($200,000 in 1943 and $150,000 in 
1944) to the reserve: An outstanding 
example of the utilization of earned 
surplus for these so-called “past-serv- 
ice” pensions is Company “TT” which 
each year since 1937 has charged the 
full amount of all “‘past-service an- 
nuities” payments to earned surplus 
(the amounts varied from $763,000 in 
one year to $4,706,000 in another and 
aggregated in excess of $23,000,000). 
As indicated by Table I most pro- 
visions to reserves for “contingencies,” 
“post-war inventory adjustments” and 
other uncertainties attributed to the 
war have been made from income. 
Many of these appropriations have 
been extremely large, both in dollars, 
and in comparison with reported net in- 
come. The following tabulation shows, 
for a small number of the companies 
studied, net income per share for 1942, 
1943 and 1944 as reported, and before 
provisions for such reserves: 


TABLE X 
Net income per share 
Before 
As provision for 
Company Year reported contingencies 
ay Ni 1942... & ESO $ 5.94 
1943... .. 3.96 6.10 
1944.... 5.58 5.58 
a O10 1942... 5.46 9.34 
jo ee 5.68 7.01 
E944, 5 «: 5.90 8.32 
al) 1942.... S72 7.25 
0: < ae aan 10.38 
1944.... 7.64 10.32 
“WW” 1942.... 3.37 6.63 
1949. 3. 2.78 4.78 
1944. . 0:3 4.62 6.43 
si, 1D. 1942.... 7.79 LPs Ss 
94S << 7.43 10.70 
1944.... 6.81 8.47 
as [tS 7 6.01 8.73 
1943). .:... TEES 17.43 
1944.... 4.37 17.26 
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TABLE X (Concluded) provisions for these reserves which ex- 
Net income per share ceeded $5.00 per common share | Com- 
Pe sume ie panies “YY”, “T”, and “ZZ”) and 
Company Year reported contingencies that, in at least one year, the provi- 
ii ‘a 1942.... 7.99 16.10 sions of five companies were greater 
943 7.4 5.78 t : Bn 
cae 430 ee than the reported net income of those 
“7g 1942. 18.42 24.25 companies (Companies “YY”, “T” 
1943 9.92 21.50 “ZZ”, “AAA” and “BBB”). 
O44 > 8 7. 2° ~< - . - 
WAAAY oh prt 17.33 \nother effect of the practice of ap- 
\ LItS .O- J.00 . . 
1043 53 444 plying certain types of charges and 
1944. 2.49 2.49 credits to earned surplus rather than 
1942. 1.87 3.86 to income is demonstrated, with respect 
i943... 2.45 4.52 to certain companies, in the following 
1044 Tr 414 o certain companies, in the following 


tabulation which shows in the final 
It will be noted from the foregoing column substantial items which were 
tabulation that three companies made _ never reflected in the income account: 


TABLE XI 


Balance of Earned Surplus 














Dividends at 12-31-44 

Net Income for for Six-Year Before Other Net Total of 

Six-Year Period Period Charges and Other Charges 

Balance of 1939-1944 Trans 1939-1944 Credits Made and Credits 

Earned Surplus ferred to Earned Charged to Direct to Made Direct to 
Company at 12-31-38 Surplus Earned Surplus Earned Surplus As Reported Earned Surplus 

neeaatons —— (Figures in thousands) - Se —————en 

cs Oe OF Oi $ 50,785 $129,686 §$§ 89,161 $ 91,310 §$ 67,709 (a) $ 23,601 
91919"’ 44,717 75,053 34,534 85,236 57,196 (b) 28,040 
ga Oe ae 26,561 56,767 25,653 57,675 37,836 (c) 19,839 
“NN” 8,016 33,400 22752 18,684 12,341 6,343 
vara 70,012 219,293 153,264 136,041 108,288 (d) 21 f99 
er 15,778 55,861 53,298 18,341 11,162 7,179 
9 482,262 735,770 345.146 872,886 711,098 (e) 161,788 
gc il ia 110,762 147,089 112,562 145,289 123,269 22,020 


Notes: (a) Includes surplus of subsidiaries eliminated from consolidation ($8,600). 
(b) Includes surplus of subsidiaries eliminated from consolidation ($1,051). 
(c) Includes appropriation for retirement of preferred stock ($4,399). 
(d) Includes surplus of subsidiary eliminated from consolidation ($7,677). 
(e) Includes surplus of subsidiaries eliminated from consolidation ($49,767). 





Conclusions Finding: There were 554 debits and 

It is not the purpose of this report 4860 credits carried directly to earne: 
to reach or suggest conclusions as to surplus. Of these, 307 debits and 22. 
when, if ever, items may properly be credits each amounted to more than 


excluded from the determination of 5% of net income without regard to 
periodic net income or from the in- such items. 
come a¢count, as such. Indeed, to some (2) The nature of such items. 





readers the facts related may not sug- 


gest that present practice poses a prob- Finding: Among such items carried 


lem. It does seem appropriate, however, 0 surplus are nearly every conceivable 
to summarize the factual findings of type of item other than current sal 


iCs 


study in terms of the objectives and cost of sales components. 


stated at the outset. (3) Whether there was consistency 
(1) To what extent credits and in the treatment of similar items 
charges were made to earned especially by companies in the 
surplus in respect of items other same industry and by certifying 

than net income or dividends. accountants. 
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As indicated by Tables V 


Finding: As shown by Table VI use 


1 eXx- Finding: 
om- and VI and the case descriptions fol- of optional treatments would have in 
and lowing those tables, apparently similar many cases made possible an extremely 
rovi- items were treated in different ways material variation in the amount re- 
cate not only by different companies but ported as net income. 
those also by the same company in different Ort such findings, there is no escape 
"4 vears. In addition, it appears that certi- 1 Our opinion from the conclusion that 
fying accountants uniformly found a very real problem exists. If one were 

I ap- appropriate to approve all such diversi- ° seek senna the problem perhaps 
and fied practices as being in accordance this would avenge on 

than with generally accepted accounting Is accounting practice in this field 
spect principles. so inconsistent, and so devoid of 
wing : any unifying principle, as to be 
final (4) The year-by-year and cumula- readily susceptible of misuse and 
were tive effect upon net income of misunderstanding, to the very 


yunt : the exclusion of some items of 
. income and expense from the 
income account. 


probable detriment of investors 
and others not expert in account- 
ing matters: 





APPENDIX A 


Total of 
—— Classifications in Respect of Which No Entries to Income Were Reported 
By pene Number Number 
—_—— of | of | 
23 5( 1 J , P 3 n companies entries 
£9,001 (1) Capital stock: discount, premiums, commissions and expense: 
28,040 Premiums and discount on preferred stock................- 31 58 
19,839 "AORN OE SEIN 6 ccc cr ivecgnseces an diaevaduasueeedss 3 9 
6.343 | ’remiums on capital stock reacquired..................eee 5 9 
7 753 “Appropriation for purchase and cancellation of preferred 
Se ee SEO voice: tea Stare asernve.c0olas arden ae SIT UGA GI Ma Rie TI nee 1 6 
/ 17 7 “Difference between stated amount and price at which 
pe 788 treasury stock was issued to employees as compensation” 2 5 
2.021 FE eg in par or stated value of common stock”.......... 3 3 
‘“Profit’ or “loss” On sale Of treaSuty StOele..<...060 62 ccisec ease 2 3 
600). “Cost of yen: Slotle Teacditedh aio: Sano saslazenae eens 1 2 
051). “Difference between cost and value placed on bonus stock” 1 2 
) “Fees and expenses re reclassification of capital stock”...... 2 Z 
papers “Transfer to capital stock account to adjust capital liability of 
O47 ). Oralatred: stOGkr. «.<. 1c: osearnne scan ancsdccmanns tee cea 2 a 
9 767). “Transter of common sharés tO t£éaSuty <..%<ssccescecs. 2 Z 
oe “Amount of capital (including capital surplus) applicable to 
; common stock issued in connection with issuance of par- 
and HIGINAtINO DEOTELVOGL . .i6:cctsc w ncac anode aueM ee ee ees 1 1 
rned Excess of market value over par of stock issued for minority 
223 PMEGLESE 11 SUDSIOINEY 5.655)5-5 cis astancinainna sr osle gs usedeadaes 1 1 
than “Expenses re sale of common stock”’.. wate tntteeeeeeenenes 1 1 
A 40 ‘Preferred and comimon stock cancelled” . 6. <sc6e6:0 060 sees vei 1 1 
(2) Consolidation adjustments: 
Surplus and earnings of subsidiaries: 
Previously consolidated but now eliminated from con- 
meepe SGHGMUIOM fio cerc co Neveitiec cee mane cerioe punmes ees mana mes 23 A 7: 
ns Consolidated tor first OMG sn. vies one cce cscs tema nces creless 5 6 
‘able Adjustment of surplus at acquisitions <6 occ cic voces wae sco:s 2 2 
sales “Excess of dividends from foreign subsidiaries over earn- 
ings included m:consondated 2: Ge Leo c cccc scons cceess 1 2 
Earnings of foreign subsidiaries deferred.................. 1 1 
ency “Sunpltis- Of SUDGIOIALY <ascdis-ciowelv ag cccu s ccoeeewencleeana males 1 1 
tems Adsustment of minority interest... ....66..ca5 cece cea ve cise eel 3 9 
the Intercompany profits. in iMVENtOLIES:.. «6.66 oss ince snes eeees Z 2 
aes MiSCEM Ane OUSiirme.. mcs serosa cee Wada nude onuae der coca 2 2 
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Number Number 
of of 
d companies entries 
(3) “Tax-savings” adjustments and taxes applicable to surplus items: 
Reduction in Federal income and excess profits taxes resulting 
from charges to surplus: 
Appropriations to reserve for ‘“past-service” pensions...... 3 9 
PPCM) OM DOGG A TOLLE a. orc sie so oisins ais 076 eisieieiee ere arecste - 6 
Loss on sale of foreign: Investments... ..<icsccccecees ceed 2 3 
yk NEN in RE Ue NEN asso a 4s nw 9 a. Setins wee wore Bhd. bude avec 1 1 
Unamortized debt discount and expense on bonds refunded. l l 
Increase in Federal income and excess profits taxes resulting 
from’credits to surplus: 
PPESCIS AO ITN DOING TEIN CU fs ais 055-60 Golo G00 59 beri Wolo iw teug oielnatans 1 2 
PPG OM SAlGOr INVESUINOCNE © cc isin cau soos Sb eave sand ds mekes ] l 
CAPRI OTE Secs a's. a chaos oa Av Sreve wile sR ae ect 1 ] 
PRUStHIENnE Ol DEONTS Of CORTACE. .5.6.is se eink se Coed ud ewaes 1 1 
(4) Quasi-reorganizations: 
ipencit transrefred to capital SUPDINS «x <.0%s,06.0 60's sais.aic.nsie'velee's 7 9 
BPR DURAN TONIC ROO SERED c.0scc aicls oo heel o'n% (59 i'n! os Ano alae reel awl wat 1 1 


Classifications in Respect of Which Entries to Income Were Reported 


Number Number of entries 
of To earned To 
companies surplus income 
(5) Adjustments applicable to prior years—Taxes: 
Federal income and excess profits taxes.......... 60 115 97 
Processing taxes (“3A”, “floor”, etc.); refunds and 
cancellation of unrequired reserves............-. 13 15 10 
“Carry back” of Federal excess profits taxes...... 4 6 9 
Poreinn- 4aCOMWe takes |: ick seas 000bs<2arecu css 2 Zi 1 
Ue) Ee ce: lel oh a 2: © oa gee es aa l ] 
PRHRSVIVANIA Chait StOVE tA. oo 6c <cisis.cieieeisise ausie sis l l - 
“Additional New York franchise taxes assessable 
on prior years’ profits resulting from change 11 
EOE OLE ee ey MER tie RRL tg Ce aoe CAA cya AR 1 1 1 
NINN ERTS oii ot ool a lag wa aa gio sa eSlacete ise ] 1 — 
(6) Adjustments applicable to prior years—Other: 
RO eRseiaNaNeee ASE ISU RRERN Sc, J 5c ai airaku ac Gc 5 -o-e ela sere 8 11 15 
Change in inventory methods... .< 66.06600.6 ce sce ee 4 2 1 
SIR en A Ae eer ae eee 4 4 1 
PORNO MSA oie irs ON Ga hate ew eee AES ine 2 5 2 
Pea EMER GOERS Soak ei ercrn 5 Og ainlere oe aut om ea ace 2 Z — 
Retroactive wages and remuneration............. Z 2 — 
Waiver of portion of executive compensation..... l Z — 
RAR BIATEOUS a% aise lesis araine-ce use ees aeiers apres arers 13 15 1 
(7) Reserves, other: provisions, reversals and adjustments: 
Contingencies: 

DRAM R RRM Oro or Ps roNsr atc alo sara Us cr teanas locate ape alata Wolo 16 28 319 
Reductions (Credits) on. 6. os os ies dev esonseces 13 17 § . 
Uncollectible accounts and notes................- 14 28 18 
“Legal Reserves” of foreign companies........... 6 12 — 
PE Se DRS RN want ei esc ne een eu meen 8 10 1 
BR AS COA URCES cia io 0's (ee 16 e058 ware de ww Dues bes ie opO are ] 9 3 

“Inventories”: 
PRG MONG es Sse ponies nee ccnowce ese decue 4 Si] 65 
MEGUCTIONS: (CREDITS) sia. 6.016.0:5 s:dewiew wis onierenanins 3 as 
MARIO ROP GUDOMES Gcinciestiiinieo amas shanna 1 6 1 
WVOTKINCN'S COMPENSATION <ssc.oi5.6:0:cis0 0 09:010)8 Gees Zz 6 — 
RPS TRECINMORNER. Cates tr Caste oni k ica ic At veal creme eigle 16 23 9 
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An Analysis of Charges and Credits to Earned Surplus 
— Number Number of entries 
ai of To earned To 
sii companies _ surplus income 
(8) Investments: written down or off, reserved for or 
disposed of: 
, Write-down, write-off or adjustment of invest- 
é ments: ib subsidiaries: 265/05 soa Occ eaenemme ce 19 38 22 
Y Provision for, and adjustment of, reserves tor 
i Investments 1 SUbSI@1ALieS........6666 64 sevens tp wes 18 36 26 
. Provision for losses on “Other Investments”...... 6 18 22 
: Excess of cost of stock of subsidiary over equity 
in-assets.at date of acquisition <<. -6cna cw es co 9 11 1 
P Profits or losses on investments in subsidiaries 
i GISHOSEO NOL ais tickets oh hare le re a era 4 11 9 
, Adjustments upon liquidation of subsidiaries...... 5 / — 
1 Revaluation of investments for undistributed earn- 
. BPEES CFEC SUISIGIANIOS) 04 6 o che shane chatgecareateldd nena 1 6 _ 
Indebtedness of subsidiaries cancelled...........- 1 l a 
Y . . 
; (9) Bonds: discount, premiums and expense: 
Premiums and discount on bonds retired or re 
POUNCE < acerain 5 sinvaivie es davletanns cleaeeiaenre meee “26 64 47 
Unamortized debt discount and expense on bonds 
GELNOR G55. soca oes ed Oe CEN nO a ee ee 5 6 5 
itries 
agal 
on (10) Property, plant and equipment accounts, and reserve 
97 for depreciation: 
Adjustment of prior vears’ depreciation provisions 21 28 8 
10 Adjustment of plant and property accounts and 
9 yeserve: for Cepreciation <<. «cacscussse sc eaaseus 6 6 8 
l Adjustment of carry value of subsidiary company’s 
COAL CSUR O oo ccsiecccnsavere clur orp eee Geeta a See nana 4 4 — 
Real estate, buildings and equipment written off 
Of WEEE IO WN ook Ss enn oe Reece w ee ee ew ans 4 4 12 
Transfers from reserve for depreciation........... 3 3 — 
l Restoration of property written down in prior years 1 2 1 
= Reinstatement of furniture and fixtures previous] 
written off to expense upon acquisition due to 
adoption of depreciation accounting............ 1 1 > 
15 
(11) Pension, retirement and annuity plans: 
2 Contributions and provisions— 
— Described as “for past-years’ service”.......... 14 35 37 
—_— 3.1)" i kee non ee nea Hea Pe re eee oe sc oae sree 7 8 100 
1 
(12) Foreign exchange: 
Unrealized loss on foreign exchange............. 9 20 85 
Adjustment of reserve for foreign exchange losses 11 19 13 
319 
18 (13) Goodwill, trademarks and brands: 
_— Written down or written off: 
1 ‘ ; s 
2 CGOGUMME scene nae bara ae oe ROREE Sod estore 17 22 14 
; “Advertising investment in trade name”.......... 1 ] — 
“Rilm productions. itt prO€esS oi... 25.0.0 600000.%s 1 1 == 
6s (PGES AI PIGS aiscca coarse ee ee eae eee ad 1 1 — 
09 Amortization of patents (contra: income deduc- 
1 tions); full reserve previously charged to surplus ] a — 
es Provision for reserve for patents (asset, net of 
9 reserve, now Catried at SLO0) eo. cs. c6s.ccvisseccias 1 1 —- 
>mber 1946 497 
° 
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Number 
of 
companies 
(14) Securities, other than investments: 
Adjustments to record: 
WERTECIAtION i ANATKet Value «..6..0<.0 vice cesicse's 6 
Appreciation in market value (credits).......... 5 
RECEP AGO TOT HALE 55:54. 055.09 0)s bprornie vias Sts bw a8 o's 1 
(15) Fixed or “capital” assets disposed of: 
Profits or losses on disposal of: 
SO NIEC UDR EGER UBOMA) os. 6.5.050105-0:6% a5. 0'ps esis wtecatens 3 
IN SOREIS AERTIEOO) 6 o.o.5 ot 0-0. 5 sence ns sat nies 4 
PON CRE CBU oii oo 0:60n6 sob ew arwie iene esa eerbielere 4 
OE RG EOS ICT a ee ee a ey Pe Par 1 
Marine. CGUiNMeNnt (6010) 6:6 s.s0:6:0 0.0 cca 8:06 10 oe 1 
Trawlers (requisitioned by government)....... 1 
CSIOMAOEES SABIDIRD <o.g.67ok dk 60's 05e,s0slera swinreis aid se eGisis 0. l 
Furnishings and equipment (surrendered for 
cancellation of ‘rent Habiltty) «.< «0.60056. S680 1 
(16) Government contract renegotiation; provisions and ad- 
justments: 
Provision for renegotiation applicable to prior 
MIME acca ts ghsisd Sve alava verb teisos acs" 3.14 06 sone a Sh Sneed weed ee 13 
Adjustment of prior years’ renegotiation provision 4 
(17) Unconsolidated subsidiaries: 
DER NCAG SE RERIINA) 55 0d:ich4,as2s-01e w'Sseiaoid ola lbis dw wre Na Ave @idcerye + 
CJnarsiriputed Net INCOMeC Of. ..5...<6-. csccicscecesks 2 
Dividends from, in excess of earnings............ 2 
DEMIR Sno cs sos oie casa sre reek bd wine l 


*Not determinable because not always shown separately; 


the statements reviewed credit such dividends to income. 


(18) Other miscellaneous adjustments: 


Special charges in connection with consolidation 


SN RNNRMNI RS eg He ada ate arts Fah Ek aries tas ole Sheree eave 
“Restoration to surplus of amount equal to amorti- 
zation of patents included in cost of sales’..... 
“Depletion computed for U. S. income tax pur- 
poses (offset by charge against income)”...... 
Organization and reorganization expense written 
re iiete Farah far nie catrahans tba 6 1 els ceier eral Raab RAIS RN eA eK 
Collection and adjustment of miscellaneous ac- 
SARE ECR NE 15h acaleid og viersia 4 susrea sieeve mie ers 
“Contributions by community group”............ 
Excess of life insurance proceeds over cash sur- 
Te el ca On ae eae eee aver area at ree 
Inventory adjustments ............ceeeseeeecenee 


“Retroactive change in accounting for warrants” 
“Provision for warrants issued to sub-company 


ENO osx c oe orc aia-siowais. gee kw aisle eee hdcesinale 
Elimination of cash discounts from inventories 
and merchandise accounts payable.............. 
Taxes, legal expenses, etc., incident to foreclosure 
SEARS soca tricsdie asia Kai eee Ware wa RSIS RTS 
Cost of moving plant and equipment............. 
German government tax on stock dividend of 
SONNMERNRRERD oh cael oc oe ratte eaten Ce ata alias Sole a ate i Rveighovalenatl 
Refund of 1918 Federal taxes transferred to capital 
RRMREERNN SS Beas e sos Stee air hate rots cei Spee niptateve tel ecm Oe eLaIe 
Transfer from ‘appropriated surplus”............ 
LEGS Er? Sa area A hae Oa er 
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First Allowance of Section 722 Relief 


By Jacquin D. BIERMAN 


N East Texas Motor Freight Lines, 

7, T. C. No. 71, relief was allowed 
to the taxpayer because of the addition 
of interstate freight routes to what had 
previously been an interstate general 
motor freight line. The case therefore 
involved section 722 (b) (4). It is 
important for many reasons: It marks 
the first allowance of relief by the Tax 
Court. Although it approves in prin- 
ciple many of the controversial rules set 
forth in the Bureau Regulations and 
Bulletin, the Court takes a very liberal 
and practical approach to the problem 
of proof, thus making the taxpayer’s 
burden much easier. This practical ap- 
proach to the case as a whole seems to 
override precise application of specific 
rules otherwise approved in principle. 
As a trial matter, the decision places a 
greater burden on the Bureau than it 
conceived it had. 

With respect to the Bureau regula- 
tions and Bulletin, the case stands for 
the following points: 

(1) The decision explicity approves 
the Bureau’s strict application of the 
post-1939 rule of the statute which 
forbids regard in the reconstruction of 
normal earnings to any events of cir- 
cumstances occurring of existing after 
December 31, 1939. This result was 
reached in a fiscal year case, the most 
controversial case under the statute. 
For whereas section 722 (b) (4) au- 
thorizes relief for changes made prior 
to the close of the base period (which 
occurs after December 31, 1939 in the 
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fiscal year case) if a “normal level of 
earnings” was not reached by the end 
of the base period, section 722 (a) con- 
cerned with reconstruction of normal 
earnings forbids regard to any facts oc- 
curring after December 31, 1939. Thus, 
the decision upholds the Bureau’s po- 
sition that the post-1939 prohobition 
applies as well to fiscal year, as to cal- 
endar year, taxpayers. However, the 
Court’s method of reconstructing nor- 
mal earnings placed the fiscal years on 
a calendar year basis by prorating the 
net income for the fiscal years ended 
June 30, 1939 and 1940. Of necessity, 
net income for the six months after 
December 31, 1939, and all the eco- 
nomic, business, and operating condi- 
tions peculiar to that period which 
aided in producing that income were 
taken into account. The Court appar- 
ently felt that the post-1939 rule was 
not violated since it decided that “the 
method proposed by petitioner reason- 
ably arrives at the fair and just amount 
referred to in section 722 (a).” 


(2) The Bureau’s position that an 
“excessive and discriminatory tax’ is 
defined in section 722 (b) has been 
upheld. In this respect, the opinion 
follows the Monarch Cap Screw Manu- 
facturing Company case. 


(3) Although it is not clear, the de- 
cision seems to place emphasis, as the 
Bureau has done, upon the existence of 
a “change in the character of the busi- 
ness” rather than upon the occurrence 
of one or more of the illustrations of 
what might constitute such a change. 


(4) The decision upholds the Bu- 
reau’s position that a mere physical 
change in character is not enough to 
qualify a taxpayer for relief. In addi- 
tion, the taxpayer must show that the 
average base period net income does 
not reflect normal operations for the 
entire base period. In other words, 
there must be a showing that the actual 
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average base period net income is an 
inadequate standard of normal earnings 
because of the change. 

(5) The Bulletin rule that the ap- 
plication of section 722 does not change 
the taxpayer’s base period has been 
upheld. If the base period is a fiscal 
year base period, it remains such 
whether the excess profits credit based 
on income is computed under section 
713 or under section 722. 

(6) The case approves the Bureau 
position that where the pushback rule 
is applied the reconstruction of normal 
earnings involves, first, a determination 
of the “normal earning level” by the 
end of the base period and, second, a 
reconstruction of earnings for the en- 
tire base period. The reconstruction 
does not stop with an averaging of the 
base period years as_ redetermined 
under the pushback rule alone. 


The decision 

approval to the regulations 
deny the use of the “growth 
formula” of section 713 (f) as a matter 
of right. The Court said that although 
the actual average base period net in- 
come was computed under section 
713 (f) “the petitioner is not contend- 
ing in this proceeding that its construc- 
tive average base period net income 
should be so determined.” If the 
“growth formula” is applicable as a mat- 
ter of right, as so many have contended, 
then it should have been allowed even 
though it was not specifically claimed 

particularly since the reconstructed 
earnings allowed by the Court were dif- 
ferent from those proved at the trial. 
Whether the Court’s decision is based 
upon’ waiver by the taxpayers or 
amounts to an approval of the regula- 
tions should soon be clarified in deci- 
sions on pending cases. 


(7) give 
explicit 
which 


appears to 


(8) An extremely important impli- 
cation of the decision is this: The 
regulations which the decision 
implicit, if not explicit, approval not 
only deny the use of the “growth 
fort.ula” 


f right, but also 
deny completely the use of the so-called 


gave 


as a matte! 
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75% rule. The index which the Court 
approved in determining normal earn- 
ings for each of the four calendar base 
period years showed the following 
numbers: 127.3; 128.3; 46.8; 131.3. 
The third year is far below 75% of the 
average of the other three years. There- 
fore all taxpayers which have recon- 
structions based upon this index will 
be qualified for the benefits of the 75% 
rule, if it is allowable. The taxpayer, in 
the East Texas case, even after having 
its base period net income recomputed 
on a fiscal vear basis by the Court, 
showed income for the fiscal year ended 
June 30, 1938 which was less than 75% 
of the average of the incomes for the 
other three base period years. Nothing 
was said in the opinion about the ap- 
plicability of the 75% rule. If it is al- 
lowable as a matter of right, as many 
have argued, it should have been ap- 
plied whether or not the taxpayer 
requested it. The 75% rule was not 
in effect for the fiscal years ended June 
30, 1941 and 1942; it was in effect and 
could have been applied in the recon- 
struction for the fiscal year ended June 
30, 1943. It is possible therefore, that 
the opinion stands for the point that the 
rule can never be used in a recon- 
section 722. Whether 
will be seen when the 
Mill 


75% 
struction under 
or not this is so, 
Court decides the case of Stinson 
Company, Docket 7437. 


(9) 
taken in the 


In a general way, the approach 
Bureau Bulletin in section 
722 (b) (4) cases which would have 
been capable of operating normally 
throughout the base period with their 
changed character seems to have been 
approved. However, the more or less 
precise tests required by the ull etin 
in the determination of the applicability 
of the pushback rule were ignored by 
the Court. Also ignored 
Bulletin approach to normal earnings 
based upon a reconstruction of “normal 
operating conditions” for the taxpayer. 

(10) The Court did not require that 
the “variable credit” rule be applied in 
determining the constructive average 
base period net income for the first two 
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First Allowance of Section 722 Relief 


excess profits tax years, fiscal 1941 or 
1942. The variable credit rule is set 
forth in the Bureau regulations and 
3ulletin, and is applicable when the 
pushback rule has been used. It is based 
on this premise: The taxpayer's normal 
operations might not have progressed 
in the first two excess profits tax years 
to the point where they are recon- 
structed by giving the taxpayer the 
benefit of two additional years of 
growth. Therefore, the constructive 
average base period net income for 
those two years must be reduced to cor- 
respond to the level of development and 
growth which the taxpayer would nor- 
mally have realized in those years. 

The decision stands for the following 
points in favor of taxpayers: 


(1) The rule of the Blum Folding 
Paper Box Company case will not pre- 
vent the taxpayer from expanding dur- 
ing the trial on facts which were 
presented in its application for relief. 
This, even though those facts relate to 
the qualifying “‘change in character” 
and even though those facts had not 
been presented in the application for 
relief. While the opinion does not re- 
veal this point, it was expressly raised 
in the case and is clear upon an exami- 
nation of the record and the briefs. 

(2) The rule of the Blum case will 
not prevent taxpayers from proving in 
the Tax Court a reconstruction of nor- 
mal earnings which is completely dif- 
ferent from the reconstruction and the 
supporting facts which were presented 
in the application for relief. In the 
East Texas case, the application con- 
tained a_ reconstruction which was 
completely worthless since it was based 
almost entirely upon earnings after 
1939. This reconstruction was com- 
pletely abandoned at the trial. The 
foundation for a wholly new  recon- 
struction, both in method and amount, 
was laid at the hearing. The recon- 
struction contained in petitioner’s brief 
bore no resemblance to the reconstruc- 
tion in its application. 

(3) The Tax Court will not limit its 
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consideration of a section 722 case to a 
bare review of the Commissioner’s 
action on the basis of the record pre- 
sented to the Commissioner. It will, in 
effect, grant the taxpayer a trial de 
novo. Whether this broad, liberal ap- 
proach will extend to cases which were 
passed upon and rejected by the new 
15-man Excess Profits Tax Council re- 
mains to be seen. 

(4) Opinion evidence of the poten- 
tialities of a business is admissible and 
must now be considered an important 
method of proving section 722 cases. 
Hypothetical questions asked of wit- 
nesses experienced in the taxpayer's 
industry are proper. Answers to such 
questions, which are couched in the 
form of an opinion based on experience, 
even when the witness admits no per- 
sonal knowledge of the taxpayer's 
operations, and does not presume to 
base answers upon the taxpayer's own 
particular operating conditions, are 
proper and will be given weight by the 
Court. 

(5) The applicability of the push- 
back rule, as determined by the Court, 
was simple. The taxpayer had only to 
prove that members of the motor car- 
rier industry generally took longer to 
realize normal earnings from the acqui- 
sition of new routes than the period of 
time which elapsed between the dates 
the taxpayer acquired its new routes 
and the close of its base period. This 
was established by opinion testimony. 
No opinion of the time required based 
on taxpayer’s own operating conditions 
was offered. Actual data showing that 
the taxpayer's own earnings or own 
operating conditions had not reached 
normal by the close of the base period 
were not required by the Court. A 
showing such as made by the taxpayer 
seems to be sufficient to make out a 
prima facie case. It then appears to be 
up to the Bureau to prove: (a) that the 
experts were wrong and that general 
industry experience does not show that 
a period of time longer than from the 
date of the taxpayer's change to the end 
of its base period is needed, or (b) that 
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the conditions affecting the taxpayer 
were such that the normal time for it 
to reach normal earnings after the 
change was shorter than the industry 
average experience, or (c) that unusual 
events produced high income for the 
taxpayer by the end of its base period 
so that the time test for normal earn- 
ings is invalid. 

(6) Assumptions made by the tax- 
payer in computation in its brief, as to 
ratio between gross and net income, 
were accepted by Court without any 
proof in the record, presumably on the 
ground that the assumptions were part 
of a reasonable method of arriving at 
normal earnings. It thus appears that 
the Court will not scrutinize each detail 
of computation provided the overall 
method is fair. 

(7) The acceptance of the general 
corporate earnings index figures pub- 
lished by the Bureau for use in section 
722 cases has made easier the method 
of reconstructing normal earnings for 
the entire base period, once the normal 
level of earnings at the end of the 
base period has been ascertained. It 
obviates proof, in many cases, of what 
actual economic and business conditions 
were during each year of the base 
period. 


502 


(8) The deduction for income taxes, 
in computing the constructive average 
base period net income for the calendar 
year 1940 or the fiscal year 1941, can 
be determined in a Rule 50 computa- 
tion. The Court did not require proof 
of the amount of the increased income 
which would have been distributed as 
dividends, for the purposes of the un- 
distributed profits tax, or of the new 
capital stock value which would have 
been declared. Since new proof cannot 
be introduced in a Rule 50 computation, 
some mechanical method will undoubt- 
edly be used to make these determina- 
tions. Possibly, in this case, the actual 
ratio of income taxes to net incomes 
will be taken for each base period year. 

(9) If the taxpayer appears to have 
presented a meritorious case to the 
Court, it is not necessary for the tax- 
payer to prove the precise amount of 
constructive average base period net in- 
come which the Court is willing to ac- 
cept—with the penalty for failure, 
denial of relief. The Court, on its own 
initiative, will determine the amount of 
relief to be allowed ‘‘on the basis of all 
the evidence.” Thus in section 722 
cases, the Court appears to be following 
the precedents of the valuation cases 
and cases such as the Co/lan case. 
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Current Problems of Finance Company 


Accounting 


By Seymour S. Berpon, C.P.A. 


_ promised increase in industrial 
activity due to arrive at the conclu- 
sion of the reconversion transition 
period focuses attention once more 
upon the role of the finance company 
in our future economy. In the hope 
of activating our commercial sinews 
along with the expected business 
growth, the Congress has convened 
several committees to study the prob- 
lems and to plan the future of small 
business enterprises in these United 
States. At several of the hearings held 
before various subcommittees of these 
major committees, a great deal of ma- 
terial relating to the history, develop- 
ment and functions of finance com- 
panies, big and little, has been gathered. 
As a result of this development, the 
finance companies’ accounting methods 
have produced fertile material for the 
student and practitioner of accounting, 
auditing and taxation. 


Accountants define income as that 
which is earned from the rendition of 
service, the sale of goods, and the in- 
vestment of property. Finance com- 
panies do not sell goods. They do, 
however, derive their income from the 
rendition of service and from the in- 
vestment of property. Let us examine 
these concepts in relation to finance 
company accounting in somewhat 
greater detail. 

Broadly speaking, the services ren- 
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dered by a finance company fall into 
two major categories, i.e., commercial 
financing and factoring. Under the for- 
mer, the usual services are known as: 


1. Non-notification receivable 
financing ; 

2. Time sales financing; 

3. Financing of inventory, machin- 
ery and equipment; and 

4. Purchases and financing of im- 
ports and exports. 


The latter group comprises the serv- 
ice known as factoring of accounts re- 
ceivable. 

For their services rendered in the 
field of commercial financing, finance 
companies derive two major types of 
income : 


1. Income from the granting or lend- 
ing of monies, and 

2. Income derived from other serv- 
ices performed by the finance 
companies in maintaining records 
and controls which act as a check 
on the borrower’s transactions. 


For their service in lending money 
to borrowers, finance companies earn 
interest income. 

The problems which confront the 
accounting divisions of finance compa- 
nies in connection with the recording 
of transactions relating to interest in- 
come and the auditing of these transac- 
tions are sufficiently complicated in and 
of themselves to warrant a good deal 
of time and study. Unfortunately, 
when the solution to the simple account- 
ing and auditing problems has been 
found, in many instances the men in 
charge find themselves running afoul 
of the requirements of the tax laws 
and various State and Federal laws re- 
lating to contracts, interest charges and 
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the like. Let us examine this situation 
a little more carefully. 

When a business entity borrows 
money from a finance company, the 
latter is immediately confronted with a 
legal problem. That problem is, “Are 
we charging the business with more 
than the legal rate of interest?’ Advice 
is then sought from counsel of the com- 
pany as to what is the legal rate of 
interest. Those who are familiar with 
the workings of the various state laws 
will recognize immediately that the so- 
lution to this problem is not simple. 
Our legal brethren might immediately 
state that the legal rate of interest is 
6% simple interest on monies  bor- 
rowed. “Well,” says our accounting 
division, “On what figure shall it be 
calculated? Shall it be calculated on an 
average outstanding balance caused by 
numerous transactions whereby money 
is lent and money is received almost 
daily? Is it based upon the aggregate 
of loans extended over a period of time? 
[s it based upon the amount of money 
outstanding at any one date? If it is 
based on an average, is the average to 
be computed on a daily basis, weekly 
basis, monthly basis, or what basis?” 
It is, of course, recognized that the 
answers to these problems are within 
the realm of the legal profession, but 
it is essential that the accountants ob- 
tain the advice and guidance of counsel 
of the company. 

Assuming that the correct answer is 
obtained, the next problem which con- 
fronts the accounting division is related 
to the fact that the interest charge is 
deducted in total at the time that the 
money is given to borrower. 
“When,” questions the accounting 
division, the finance company 
earn this money which it has deducted ? 
Is the money earned at the time when 
the transaction is consummated, or is 
it earned over the period in which the 
loan is outstanding ?”’ 

lf the money is earned at the time 
when the transaction is consummated, 
then the income account should be cred- 
ited when the money is given to the 
If, however, the money is 


the 


“does 


1 . 
borrower, 
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earned over a period in which the loan 
is outstanding, then a method must be 
established whereby the interest can be 
credited to the income account ratably 
over the entire period. Here again we 
are confronted with numerous prob- 
lems. What shall be the basis for the 
spreading of the interest income over 
the life of the loan? Many ingenious 
methods have been devised, some sim- 
ple, some complicated. One method 
comprehends the establishment of daily 
tables so that the interest earned on a 
dollar of money outstanding can be 
readily computed and journalized into 
the income account at periodic inter- 
vals. Another meth kes a simple 
average of outstanding balances during 
a month and ap: ortions the interest de 
ducted on the basis of the aggregate 
average outstanding balances. 

Another problem is raised with re- 
gard to the interest deducted in ad- 
vance. This concerns the mechanics of 
entering the interest into the regular 
books of account. Some finance com- 
panies use a Boston type of ledger and 
include the interest in the same account 
as the advances. Others use a con- 
trolling account for prepaid interest 
and set up separate subsidiary ledgers 
containing accounts for each borrower. 

Another difficulty which confronts 
the accounting division of finance com- 
panies arises when a payment is made 
by a debtor without designation as to 
whether it is a payment of interest or 
a return of principal. What is the cor- 
rect way to handle this type of repay- 
ment?’ Shall it be applied first to 
current interest, to interest in arrears, 
to principal payments, or to any com- 
bination of these accounts? There is 
a lack of harmony in connection with 
the treatment of these payments among 
the finance companies. Most of them. 
however, apply these payments to cur- 
rent interest and any excess to interest 
in arrears. If a balance remains, it is 
then applied in reduction of the prin- 
cipal due. 

The question of the correct treat- 
ment of interest income on the books 
of finance ‘companies has been greatly 
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Current Problems of Finance Company Accounting 


extended by the stand taken by the 
Internal Revenue Department that, 
although a company reports its income 
on an accrual basis, it may be obliged 
to report its income for tax purposes 
as if it were on the cash basis. In other 
words, where a finance company has 
gone to the trouble of setting up com- 
plicated records to pro-rate and accrue 
interest on a consistent basis through- 
out the year, it has nevertheless been 
obliged to ignore the elaborate set-up 
and to report the interest income for 
tax purposes as the money was received 
or as it was deducted in advance from 
the loans to borrower. Certainly, it 
seems to me that if a company con- 
stantly and regularly accrues such in- 
come over a period of years, it should 
not be put to the added expense of re- 
porting it on a cash basis for tax pur- 
poses. While it is recognized that for 
income tax purposes each year stands 
on its own, nevertheless, income tax 
laws in this instance should give way 
to proper accounting procedures. It 
makes no sense to require a finance 
company to distort its income figure 
for tax purposes, when it keeps its 
books of account on a recognized and 
proper accounting basis. 

Another situation arises in connec- 
tion with the determination of whether 
the income of the finance companies are 
such as to render the companies liable 
to the personal holding company sur- 
tax. Unless the finance company can 
set up a complete segregation of each 
class of income which it receives, it may 
find itself subject to the personal hold- 
ing company surtaxes by virtue of the 
fact that all of its income is being con- 
sidered as interest income (assuming 
that the stock-holding requirements are 
met). 

The second type of income derived by 
finance companies includes income from 
service charges made to borrowers for 
various types of service performed by 
the finance companies for the borrow- 
ers. These will include such services 
as: maintaining accounting records, 
maintaining audit control of borrowers 
records, collection charges for slow ac- 
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counts collected by the finance com- 
panies, bank and service charges for 
customers’ checks returned unpaid. It 
will be observed that these charges are 
not interest charges and, therefore, 
should be set up in complete detail and 
entirely separate from the interest 
charges made to the various borrowers. 

One of the major problems confront- 
ing finance companies arises at the time 
that the company no longer makes any 
further advances to the borrower, but 
starts to liquidate the collateral to pay 
off the balance owing at a specific date. 
During the period of liquidation, it will 
be found that many extraordinary 
charges and adjustments appear, which 
were originally never contemplated by 
the finance companies. The question 
then arises: Shall these charges be set 
up against the customer or shall they 
be absorbed by the finance company? 
Serious consideration has been given 
to this problem by the finance com- 
panies, and it has been determined that 
in most instances extraordinary charges 
will be made directly against the col- 
lateral which is being liquidated to pay 
off the balance of the loan. When an 
account goes into liquidation, it should 
be immediately segregated from the re- 
mainder of the accounts. Moreover, 
when the balance sheets of the finance 
company are made up, unless a full and 
adequate reserve has been established, 
the accounts which are in liquidation 
should be segregated from the re- 
mainder of the accounts receivable from 
borrowers and should be separately 
stated. 

This brings up the point of the opera- 
tion of the Reserve for Bad Debts ac- 
count, in connection with finance com- 
pany accounts. While the two recog- 
nized methods of writing off bad debts 
are the actual write-off basis and the 
reserve method of accounting, the 
utilization of a reserve method, if it is 
to serve a real purpose, should be predi- 
cated upon statistics with respect to 
the activity of each account. Where a 
finance company serves different types 
of industries, these statistics should be 
further analyzed, according to the va- 
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rious types of industries serviced by 
the company, since it will be found that 
the rate of repayment will vary from 
one type of industry to another. It is 
sometimes found that the aggregated 
reserves consist of a group of smaller 
reserve accounts, each individual ac- 
count classified according to the type 
of industry involved. 

Perhaps no other records of an in- 
dustry, other than the cost accounting 
records of manufacturing enterprises, 

call for a more extended use of special 
cose or for a more complete si i 
standing of the accounts involved and 


the utilization of double entry book- 
keeping methods than do finance com- 
pany accounts. Skilled technicians are 
required in managerial posts to guide 
the accounting functions of finance 
company organizations. 

To the novice, a study of the ramifi- 
cations involved in finance company ac- 
counting is a treat, not only from the 
point of view of broadening the scope 
of his accounting knowledge, but also 
from the viewpoint of knowing how 
the accounting profession has met the 
challenge of a very complex economic 
unit in our industrial society. 
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Types of Internal Auditing 


To the uninitiated, internal auditing is just plain internal auditing without any recognition 
of character or quality. To the experienced practitioner, however, the activity may be divided 
into two general classes: 

‘ 

1. Clerical Auditing 

2. Managerial Auditing 
_ Clerical auditing is largely a policing function; a type of auditing that in the main consists 
of verifying the clerical accuracy and integrity of the records. In general it does not go much 
farther than checking mathematical computations, testing distributions, determining suf- 
ficiency of approvals, reconciliation of accounts, substantiating balances, verifying adherence to 
policies and procedures, and similar routines. It is a type of auditing that can in most cases 
be predetermined; by that I mean it is a type of auditing for which one might draw up an 
audit program in advance and follow it “to the letter of the law.” It is an audit procedure 
that more or less follows a fixed pattern for all engagements. 

Standard audit programs, manuals of procedure, audit questionnaires, and predetermined 
working papers can in general be used with little need for variation in the execution of the 
audit. 

Where the objective of audit is largely of a policing character this type of auditing may 
prove entirely satisfactory. 

Managerial auditing comprehends all the objectives normally accomplished by clerical 
auditing, and in addition renders many special services helpful or necessary to management. 

The routines of clerical auditing are mere secondary objectives of managerial auditing. 
The managerial auditor does not neglect or discount the objectives of clerical auditing but 
merely considers them as incidental to a larger and more important objective. He views the 
whole engagement, each feature, each business transaction, the processes of operations, et 
cetera, through the eyes of management. Consequently, he is able to make managerial evalua- 
tions and determinations that result in real benefits to his company. 


EarLtE H. CUNNINGHAM 
in The Internal Auditor, September, 1946. 
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Procedures in Reviewing Portfolio 
of Mortgage Investments in 
the Audit of a Savings and Loan Association 


By Tueopore Kroun, C.P.A. 


N THE audits of Savings and Loan 

Associations, accountants render a 
public service to a sector of the com- 
munity off the beaten path. This is an 
avenue for development of better public 
relations on behalf of the profession, 
among the many shareholders of the 
association who are members of our 
communities, principally, in the middle 
income brackets. 

Borrowers are guided through the 
intricacies of mortgage loan transac- 
tions by the management of associations 
and are often represented by the asso- 
ciation’s counsel. These organizations 
and their executive personnel have de- 
veloped good-will in the communities. 
The auditor undertakes his engage- 
ment, cognizant of the relationship of 
confidence that exists between the asso- 
ciation and its shareholders, depositors 
and borrowing members and, through 
his examination, endeavors to confirm 
this confidence. 

It behooves the auditor to delineate, 
in advance, the area of his inquiry as 
related to the portfolio of mortgage in- 
vestments. The associations engage 
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author of this article, is a Certified 
Public Accountant of New York and 
New Jersey. He is also admitted, 
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New Jersey Society of C.P.A.'s, and 
a Member of the Council of the 
American Institute of Accountants. 
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our Society since June 1939, and is 
a member and former Chairman of 
our Committee on the Audit of Sav- 
ings and Loan Associations. 
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counsel to represent them in consum- 
mating all legal transactions. In the 
course of an examination, the auditor 
reviews the portfolio, not only to sub- 
stantiate the records, but to satisfy him- 
self that the instruments have all the 
indicia of valid legal obligations and 
are properly supported. Just at what 
point legal sufficiency may be taken 
tor granted by the auditor is often diffi- 
cult to establish. 


Periodic Examination of 
County Records 


Auditors are ever on the alert for 
dependable sources of information to 
obtain independent confirmations of 
book entries. Mortgage instruments, 
which bear evidence of recording in 
public offices, are generally satisfactory 
proof of the status of the transaction 
at a given date. However, mortgage 
transactions are usually of long stand- 
ing, and though priority of record is 
presumed to maintain a status as of the 
original date, a variety of later recorded 
instruments, related to the original 
mortgage, may alter the security of the 
debt. These include assignments, dis- 
charges and postponements, all of 
which are independent instruments. 
Periodic examinations, by independent 
title abstractors, of the county records 
in the indices under the name of the 
association, would afford audit con- 
firmations for use of auditors, beneficial 
to the association and to borrowers as 
well. Comprehensive examination of 
public records have, in some instances, 
disclosed the necessity for clearing up 
isolated oversights on the part of coun- 
sel and the association officers, espe- 
cially in cases where borrowers did not 
employ independent counsel. Associa- 
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tions often retain in their files, mort- 
gages which had been recast though not 
cancelled of record, upon the recording 
of the new instrument. Thereby, the 
priority of the original mortgage lien is 
maintained against undiscovered inter- 
vening equities that may arise between 
the dates of the original and new 
mortgages. The expense of a new con- 
tinuation search is avoided. Auditors 
should, however, recommend the can- 
cellation of the old mortgages, at least 
after the lapse of a reasonable time 
following the recast thereof. 


Indispensable Procedures 

There are definite, indispensable pro- 
cedures to be followed, as the minimum 
of audit requirements, in examining the 
mortgage loan files. These are detailed 
in the thirty page bulletin on the “Audit 
of Savings and Loan Associations”, 
prepared ‘and published by the Ameri- 


can Institute of Accountants. Several 
warrant special emphasis: 
Bond, Mortgage or Note 

The mortgage should bear a date 


within the period of the original dis- 
bursement of mortgage funds and dis- 
official recording as of a date 
corresponding with or earlier than 
counsel's certificate. The names of the 
mortgagors should correspond with 
s statement in the certificate as 
to the record owners of the property. 
The description of property in the 
mortgage should, at least, refer to the 
book and page number of the deed by 
which borrower acquired title. The 
amount of the mortgage should be 
checked in its recitals and not merely 
on the outside backing. Any recitals 
in the mortgage:as to prior liens or 
special encumbrances or conditions 
should be noted, and these should cor- 
respond with counsel's certificate, espe- 
cially if the does not recite 
the mortgage to be a first lien. The 
provisions of the bond or note should 
be matched to see that they are properly 
mated with the mortgage. The name 
of the insured in the fire insurance poli- 
cies should correspond with the names 


1 
close 


counsei 


certihcate 


s1)N 


of mortgagors or a satisfactory expla- 
nation obtained. Often this is attrib- 
utable to a change of ownership 


Counsel’s Abstract of Title and 
Title Certificates 


It is not within the province of an 
auditor to inspect the muniments of 
title contained in the Abstract of Title 
in chronological detail, or to pass upon 
the accuracy of counsel’s title certificate 
based on the abstract. The presence 
of counsel’s title certificate or a guar- 
anty of a Title company, is the limit of 
the auditor’s inquiry. The certificate 
should bear a date after recording of 
the mortgage. A series of mortgages 
covering contiguous sites in a building 
development, prompts inspection of the 
surveys, to guard against duplications. 


Fire Insurance Policies 

Coverage in an amount equal to the 
original sum of the mortgage is usually 
the limit of inquiry. Authorization for 
any reduced amount should be in- 
spected. Policies in mutual companies 
require comment as to contingent lia- 
bility of the borrower. The property 
described in the policy of insurance 
should correspond with the description 
contained in the mortgage. Mortgage 
beneficiary endorsements are essential 
for the protection of the association. 
Mortgagee in Possession 

Additional legal responsibilities are 
assumed by the association when bor- 
rowers default and the association takes 
possession and operates the property 
as mortgagee. Endorsements on fire 
and liability policies are required, show- 
ing this new status. In some jurisdic- 
tions, State laws impose upon mort- 
gagees in possession the duty, as in the 
case of an ordinarily prudent owner, ot 
keeping the premises fully tenanted. A 
mortgagee, if imprudent, may be 
chargeable for the excess of rental value 
over rentals collected. The mortgagee 
in possession is accountable to the 
mortgagor, as agent or trustee, for all 
rental operations until the mortgage 1s 
foreclosed. The adequacy of the fidel- 
ity bond of any agents for collection of 
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Mortgage Investments in the Audit 


rents, in the employ of the association, 
should be observed. 


Pending Transactions 


The auditor’s conferences with coun- 
sel of the association are necessary in 
order to complete the examination. 
Files and instruments are held by coun- 


of a Savings and Loan Association 


sel while transactions are in process of 
settlement. A confirmation by the 
counsel, in writing of these, specifically 
reciting the status of each matter as of 
the audit date, is an essential audit re- 
quirement, supplemented by a statement 
of any pending or threatened litigation 
affecting the financial affairs of the 
association. 
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Seven Procedural Steps to Avoid Bank Losses 


Among the safeguards which have been used effectively to prevent and minimize internal 


bank losses are the following: 


1. Bookkeepers should be rotated at intervals so that one individual will not have control 


of certain accounts indefinitely. 


? ] 


2. All employees should be obliged to take vacations annually. 


3. No officer or employee should leave securities unprotected on or in his desk. 


4. Deliveries of money and securities should be accompanied by appropriate guard pro- 


tection depending upon the value of the money 


or securities being transported. 


5. The balances in dormant accounts should be confirmed periodically with depositors. 


6. Cashier’s or teller’s check accounts should be balanced at least monthly by the bank 
auditorse If the bank does not maintain an auditor or an audit department it should be done 


by a special committee. 


7. Exercise reasonable supervision over the mailing of monthly statements to depositors. 
Separate the preparation and mailing of monthly statements from the bookkeeping department 
. g 3 Db 


where advisable to do so. 
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“Could It Happen To Your Bank?” 
By VINCENT CULLEN 
—-Reprinted from the “American Banker” 
in the “Credit Executive,’ August, 1946. 
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Internal Control Aspects in the Auditing 
of Restaurants 


By JosepH Bropner, C.P.A. 


Yi HE AUDITING of restaurant accounts 
is of a highly specialized type. For 
the most part, the individual operations 
to be audited are relatively small. The 
chain type operations are usually au- 
dited by the larger firms, although some 
are serviced by the individual prac- 
titioner. In any event, the auditing 
concepts are basically the same; the 
scope of the audit will vary depending 
upon the volume of sales, costs, ex- 
penses, number of units and adequacy 
of the central office accounting and con- 
trol system. 

Because it is a specialty, the auditor 
should take every opportunity to ac- 
quaint himself with the actual depart- 
mental operations of his restaurant 
clients. Visits to the kitchens, store- 
rooms and bars will be very revealing 
to the field auditor, especially to the 
novice whose previous experience con- 
sists principally of commercial audits. 
Through trade periodicals and the trade 
associations he should make himself 
familiar with the economic trends of the 





JoserpH Bropner, the author of 
this article, is a Certified Public Ac- 
countant of New York, New Jersey 
and Louisiana. He has been a mem- 
ber of our Society since 1934, and is 
also a member of the New Jersey 
Society of C.P.A.’s and the Ameri- 
can Institute of Accountants. He is 
a member of the firm of Harris, Kerr, 
Forster & Company. 

Mr. Brodner is chairman of the 
Society's Technical Committee on 
Hotel, Club and Restaurant Account- 
ing. He is a member of the Hotel 
Accountants Association of New 
York City, and is a contributing 
author of the “Handbook of Ac- 
counting Methods”. 











510 


industry. This knowledge will be of 
material aid in preparing financial re- 
ports as well as counselling with clients. 


In the verification of food and bev- 
erage sales the auditor must satisfy him- 
self that the client receives revenue for 
all merchandise served at menu or wine 
list prices (except meals served to 
officers and employees, gratis), and sold 
at cost from the storerooms (steward’s 
sales). Essentially, every sale should 
be recorded on a restaurant, banquet or 
bar check, all such forms being serially 
numbered and controlled. Issues from 
the kitchen or service bar to the restau- 
rants should be checked by a checker, 
whose station all waiters must pass. The 
checking, or pricing, is done manually 
or by machines, the daily totals being 
compared with the actual sales as per 
the daily control or cash sheets main- 
tained by cashiers. 

The auditor should first acquaint him- 
self with the system of internal control 
from the time blank restaurant checks 
are issued from stock to waiters to their 
ultimate return to the accounting (or 
bookkeeping) office with the daily de- 
partmental control or cash sheets. By 
tracing each step and determining that 
it is being performed independently, 
and properly, the auditor may be rea- 
sonably assured that there are no obvi- 
ous opportunities for manipulation and 
eventual defalcation. If this is so, then 
the auditor need make only such tests 
as are indicated. The extent of such 
tests should be approved by the super- 
visor or partner in charge, and so noted 
on the audit program. If, however, the 
auditor finds one or more weaknesses in 
the system of internal control, then he 
must make more comprehensive tests, 
as well as report the conditions to the 
supervisor or partner in charge, and 
submit his recommendations for the 
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Internal Control Aspects in the Auditing of Restaurants 


improvement of the system of internal 
control. 


At 


reasonably frequent intervals, 


every auditor should investigate and 
report on the following major require- 
ments for a good system of restaurant 


> 


internal control: 


A 


19 16 


Provisions for purchasing mer- 
chandise on a competitive basis. 
Where a chet or steward is en- 
trusted with the buying, the 
auditor should determine that, 
with quality being equal, the 
client pays no more than the 
market prices. 

Keview of purchase order sys- 
tem to determine that it provides 
for approval by manager or other 
authorized officer or employee 
before purchases are made, if 
possible. In restaurants it is 
frequently necessary to place 
telephone orders, followed up by 
approved confirmation purchase 
orders. 


Examination of procedure for re- 
ceiving of merchandise. The 
receiving clerk should be an ac- 
counting department employee, 
independent of the chef or stew- 
ard. All merchandise received 
should be weighed or counted at 
point of receipt and a record 
made thereof. If this function 
is carried out properly there is 
no necessity for furnishing the 
receiving clerk with dealers’ in- 
voices. The receiving record is 
subsequently used in the ac- 
counting office when verifying 
quantities shown on_ purchase 
bills. The auditor may also use 
these for test-checking. 
Ascertain that merchandise, 
after receipt, is placed under 
proper control in the storerooms 
and that no issues are made 
therefrom except on properly 
approved requisitions. 
Necessity for maintaining a per- 
petual inventory of wines and 


wy 


liquors in the storeroom. Any 
good-sized operation should have 
such an inventory. Spot checks 
can then be made at any time 
and without notice to the wine 
steward. This perpetual inven- 
tory record should be kept by 
someone other than the wine 
steward. 

Physical counts of the food and 
beverage stocks on hand and in 
warehouses should be taken at 
least once a month, and an ac- 
counting department employee 
assigned to assist in or supervise 
the actual count. 

Reserve supplies of restaurant 
and bar checks should be fre- 
quently tested to determine that 
they are in the original packages 
and are being issued in proper 
numerical sequence. It is well 
to check the high number pack- 
ages to be certain that no pack- 
ages have been extracted for 
purposes of manipulation. The 
reserve supply of restaurant and 
bar checks should be under the 
control of the restaurant account- 
ant or bookkeeper. A very im- 
portant feature of the daily sales 
control work is the verification 
of the numerical sequence of 
checks used and accounting for 
any missing checks. 

The pricing of restaurant and 
bar checks is best controlled 
when done with checking ma- 
chines. Lacking this equipment, 
it should be a strict rule to use 
indelible pencils. In the daily 
control work there should be 
frequent tests of pricing and 
careful scrutiny of erasures. 
Changes in items or pricing 
should be approved by a head- 
waiter, captain or hostess in 
charge. 

Machine readings should be 
cumulative and the meters sealed 
so that the readings cannot be 
cleared daily. The daily read- 
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ings should be taken by a repre- 
sentative of the accounting office 
and entered in a _ permanent 
record. These readings should 
be reconciled daily with the ac- 
tual sales as per cashiers’ remit- 
tances and cash sheets. 

10. There should be a system of con- 
trol for meals served to officers 
and employees. This serves two 
purposes: (1) to determine the 
cost thereof, and (2) to ascer- 
tain that unauthorized employees 
or others are not obtaining their 
meals gratis. 

11. There should be a system of con- 
trol whereby each employee is 
required to have a pass in order 
to remove packages from the res- 
taurant. In these days of food 
shortages, it is particularly im- 
portant that such control be 
effective. The author could cite 
many instances which, were they 
not costly to the operator, could 
be considered quite humorous. 
Both male and female employees 
have been noticed by _ time- 
keepers to have added materially 
to their avoirdupois when going 
off duty. Investigation has re- 
vealed cleverly built-in pockets 
in overcoats to hold steaks and 
other tid-bits, and the billowing 
skirts of female employees have 
hidden similar food and linen 
supplies. Frequent examination 
of employees’ lockers is also sug- 
gested, as pilfered merchandise 
is sometimes stored in ‘these 
lockers awaiting an opportune 
time for removal, 

It can readily be seen from the few 
brief notes submitted in this article that 
the auditing of restaurants is not neces- 
sarily confined to the actual books of 


record. These are by no means all of 
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the phases of internal control but are 
indicative of the importance of having 
a good working knowledge of the 
client’s operations. It is encumbent 
upon the auditor to keep up-to-date on 
all new methods affecting the restau- 
rant business, its accounting and con- 
trol—to keep his clients posted as well 
and to recommend the introduction of 
new methods and procedures which, in 
his opinion, will improve the efficiency 
of the controls. As an interesting side- 
light on keeping up with new methods, 
here is an item from the author’s own 
diary : 

“When Prohibition was repealed in 
December, 1933, accountants and 
auditors with restaurant clients were 
almost frantic to devise quickly ade- 
quate systems of revenue control, 
assist clients in choosing proper types 
of bar register and checking ma- 
chines, ‘designing forms and all the 
other headaches that accompanied 
this new and very welcome situation. 
It was frequently necessary to change 
procedures from day to day—some- 
times hourly. Why? Because as fast 
as control systems were installed that 
were considered to be adequate, wait- 
ers and bartenders (especially the old 
timers) would meet at their clubs, 
discuss the accountant’s newest brain 
child and devise ways and means of 
defeating its purpose. A headwaiter, 
overhearing such discussions, re- 
ported them to the accountant in 
charge. His remark: “Don’t beat 
your brains out. For every new idea 
you think up, our boys have three to 
beat it.” And they had! 


More need hardly be said concerning 
the important place held by effective in- 
ternal control in restaurants and the 
part that should be played by the ac- 
countant and auditor. 
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The Taxpert’s Garden 


By Lewis Guutck, C.P.A. 


ié lawn and garden in which I 

have been working this spring and 
summer is about the size of a hand- 
kerchief, compared to the one I tended 
in my youth. My parents had a big 
place on the edge of a village, and I 
became a most proficient gardener. 
That is not boasting; it was a cash 
fact. During my last two years before 
going away to college, my dad made 
a deal with me, whereby he hired the 
garden plowed, and furnished the seed. 
I was to keep the family supplied with 
vegetables, and any excess was mine. 
With string beans bringing 35¢ a 
bushel, I made myself better than $35 
per summer, which was darn good pay 
for a low teenager in those days, espe- 
cially as I had plenty of time and 
energy left for baseball, tennis and 
swimming. I enjoyed the work, and 
now, after a lapse of too many years, 
I am once more a farmer of sorts, on a 
much reduced scale. 


One of the beauties of this kind of 
work is that you can use your eyes 
and hands to weed the nasturtiums and 
lettuce, and let your mind wander where 
it will. No wonder the average farmer 
is such a good philosopher! Naturally 
enough, my mind wanders to taxes. 
First of all it occurred to me to con- 
sider the very land I am tilling. I 
wanted to buy the lot and house; the 
location is attractive and the house, 
40 years old, is better built than most 
of the newer ones. All it needs is a 
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thousand dollars worth of modern 
plumbing and heating equipment to 
be just about perfect. But we can’t 
buy it. The owner is holding it until 
priorities ease up; then he proposes to 
tear it down and erect a 20 unit apart- 
ment house. The price he wants is 
exorbitant for a single family dwell- 
ing. He’s quite frank about it; he’s 
basing his price on the value of the 
land in an apartment zone. But even 
at that, it’s high. 


Now the cities of California, and 
elsewhere, are seeking new sources of 
revenue, instead of seeking means for 
reducing expenditures. Long Beach, 
California, presents a sharp contrast 
to the City of New York. In New 
York, the assessed valuations generally 
come pretty close to the true value. In 
Long Beach, however, the city assesses 
only 60% of the value; and the values 
are still those of way back in 1940, 
nowhere near the current market. For 
example, my house and lot are assessed 
at about one-half of what the present 
owner paid for them; and about one- 
third of what he demands. This is 
typical, not exceptional. Any city with 
such a situation could actually lower 
the tax rate by making new assess- 
ments on an up-to-date basis. 


Frankly, I hope that some day, some 
city will have a government progres- 
sive enough to get needed legislation, 
whereby the actual sales price of realty 
MUST be recorded. Thereafter that 
price would be the assessed value, 
until resold. Of course due allowance 
would have to be made for subsequent 
changes, both improvements and de- 
preciation. That way cities which 
assess in full, like New York, would 
be spared lots of certiorari proceedings, 
and cities like Long Beach would have 
a true basis for levying taxes. Why 
try to fool anybody with arbitrary 
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assessments? We 
that a thing is worth what 
get for it. Federal tax cases bristle 
with ‘‘arms-length transactions”. Obvi- 
ously, reported sales prices w ould have 
to be audited to see if there were col- 
lusion or “‘side SBOney But the scheme 
could be made efficient. 
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As I pointed out some time back, we 
should all re-learn the fable of Anteus, 


the earth giant. This fabulous monster 
got stronger every time he touched the 


earth. Our nation is dominantly urban, 
and hecoming niore so. It is most un- 
fortunate. Every man ought to have a 
piece of soil, even if ‘ 


no bigger than the 
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care for it, and grow things on it. In 
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that way he will realize that the pro- 
cesses of nature cannot be hurried; that 
legislation alone cannot provide food; 
that nature knows nothing and cares 
less for the Wagner Act; and that real 
social security is in the earth, and only 
the earth. 

I don’t have to get up and touch the 
floor of my bedroom twenty times each 
morning to get needed exercise. I go 
out and pick dandelions and get fifty 
bends, plus stretching, and accomplish 
somet Sa useful; I have, by common 
consent of the neighbors the best-look- 
ing lawn on the block. You can’t weed ' 
pansies and thin radishes standing up. 
You have to get down on your hands 
and knees, and squat in awkward, 
muscle-stretching, ms to do that. 
Your health is better for the exertion 
and for the fresh vegetables you eat. 
When you have to go to market to buy 
the things you don’t raise, you appre- 
ciate why the farmer has to charge what 
he does, and wonder still more at why 
the middleman gets so much. 

I’ve known these things all my life; 
but they had become dim over nearly 
a quarter of century of city dwelling. 
That little patch of land gives me all 
the exercise a man of my age needs, 
or ought to have; and when I look at a 
smooth lawn, and eat the salad I’ve 
planted and tended, I have a satisfac- 
tion that 18 holes of the best golf would 
not give me. But what this country 
needs is more people on the farms, and 
more city slickers in the suburbs. “God 
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created the earth and the fullness 
thereof.” He left it to man to reap that 
fullness. 
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Circularization of the Accounts Receivable 
of a Public Utility Company 


By S. E. Santos, C.P.A. 


S THE result of more stringent audit 
requirements during recent years, 
there has been considerable interest in 
the relationship between the client com- 
pany and its debtors. The auditor is 
faced with certain problems when at- 
tempting to select a proper method of 
approach in order to verify Accounts 
Receivable by means of confirmations 
sent directly to its customers, particu- 
larly if the accounts are unusual and 
their balances represent a very large 
number of items, each small in amount. 
The Securities and Exchange Com- 
mission has expressed its opinion on 
this subject in various ways and, more 
specifically, in Accounting Series Re- 
lease, No. 19, where it recommends, 
“... the utility of circularization and 
the wisdom of the profession in sub- 
sequently adopting confirmation of 
accounts and notes receivable as a 
required procedure whenever 
practicable and reasonable, and where 
the aggregate amount of notes and ac- 
counts receivable represents a signifi- 
cant proportion of the current assets or 
of the total assets of aconcern...’”” In 
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this same connection, the American In- 
stitute of Accountants has issued a 
special bulletin (No. 14, on Auditing 
Procedure) which goes into great 
length to support the above contention 
and which recommends certain proce- 
dures to be followed in order to comply 
with generally accepted auditing stand- 
ards. 

In a large operating public utility unit 
where the accounts are very numerous 
and its product must be metered, read, 
and billed (generally in small amounts ) 
and payment therefor collected month 
after month, and where its customers 
are spread over a wide area, the problem 
of handling accounts receivable is of the 
utmost importance. It has rightfully 
been given careful consideration by the 
industry in order to do the job in the 
most economical manner. 

Most of the large utilities use the 
stub system of bookkeeping and the 
accounts are maintained on a cycle 
basis, in order to spread the billing and 
collections throughout the month. Some 
utilities maintain an elaborate billing 
center, where all bills are prepared and 
mailed to the customers for the entire 
unit. 

For the most part, these accounts 
receivable are segregated, by classes of 
customers, into large accounts such as 
industrial, municipal and other utilities, 
and smaller accounts, such as commer- 
cial, residential, merchandise and mis- 
cellaneous customers ; and these smaller 
accounts may be further classified into 
city, rural, or any other classification 
required by the company, or to facilitate 
the application of the rates in its filed 
tariffs. 

We are primarily concerned in this 
paper with the smaller accounts, since 
the larger ones are prepared by hand in 
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detail, and are further verified monthly 
by someone in the customer’s organiza- 
tion who maintains complete records 
and is constantly in touch with the 
engineering and rates department of 
the utility company. 

It is obvious, therefore, that a com- 
plete understanding of the methods 
employed by each particular company 
and the nature of the accounts in rela- 
tion to its customers should be had, be- 
fore any attempt is made to circularize 
its accounts receivable. The size and 
types of accounts, the period and 
routine of collection methods (1.e., 
whether the accounts are billed monthly, 
or bimonthly, or both), and the com- 
pany’s policy of “shut-off” notices, are 
all of primary importance. It would be 
advisable to know, also, whether the 
“arrears” from the previous month's 
billing are included in the current bill, 
and if merchandise and miscellaneous 
other billing, if also carried on their 
books, are included in such bills. 

It should be well to know whether the 
actual billing is prepared by machines 
or manually and, if by the former meth- 
od, if the bulk of the billing is prepared 
in a central billing office for all of the 
districts, and if so, whether the bills are 
sent back to each district for any final 
changes necessary preliminary to mail- 
ing. 

The method of handling other miscel- 
laneous charges, sales taxes and dis- 
counts is of the utmost importance. 

For this reason, a definite plan of 
approach must be had before attempting 
to prepare and send any statements to 
the client’s customers, based upon the 
actual knowledge of the accounts and 
the method employed to keep them. 

This plan should be objective and not 
entirely procedural. The fact that an 
ordinary confirmation form is sent to a 
selected number of customers merely to 
comply with an audit procedure, may 
not suffice in all cases. It may be neces- 
sary for the auditor to consider different 
types of statements, and in some in- 
stances he may advisedly resort ‘to cor- 
respondence. 
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The usual negative form of state- 
ment mostly used in “volume” accounts 
may not be appropriate where an 
answer should be required and a posi- 
tive form should be then employed. 
This is particularly true when a com- 
pany maintains representatives in outly- 
ing rural districts where they read, 
bill and collect the accounts all at the 
same time. Where this system of bill- 
ing and collecting is maintained, it may 
be desirable, also, to have the state- 
ments designed so as to show the actual 
billings and payments for a reasonable 
period of time, say six months, instead 
of the usual form showing balance of 
amounts due only. 

Statements used in “mass” accounts 
as in a public utility, should be worded 
in an informal manner, should be short 
and to the point and should be devoid of 
technical language in order that its pur- 
pose be understood by all classes of 
people and, particularly, so they will not 
be confused with collection statements 
of the client company. In this respect, 
it would be desirable to insert in the 
wording of the statement, in bold type, 
the fact that it is not a request for pay- 
ment. 

Another form which could be used to 
advantage in order to produce a wider 
coverage of the accounts being circular- 
ized is the insert or “interceptor” type 
of statement. This type of statement 
may be either a short form on a slip of 
paper the size of the mailing envelope, 
a sticker type, or perhaps a rubber 
stamp to be used on company’s bills. 

When the auditors are on location 
conducting other phases of the examina- 
tion, they can obtain the company bills 
which are being prepared, at any time 
just before they are ready for mailing, 
insert their own short statement and 
mail them out. Care should be exer- 
cised when using these types of state- 
ments to be sure that some reference to 
the account be placed on the statement 
for future use when confirmations are 
returned. 

After all the facts in relation to the 
accounts have been surveyed and the 
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Circularization of the Accounts Receivable of a Public Utility Company 


type of statement to be used has been 
decided upon, a definite plan for selec- 
tion and control of the accounts to be 
circularized should be prepared, in or- 
der to obtain the best results. The 
accounts may be selected at random, by 
classes of revenue, geographically, or 
functionally by employees or depart- 
ments responsible for their operations ; 
or they may be selected by an ageing of 
the accounts, or by a 100% or spot- 
check of sections or routes. The pre- 
dominant method of selecting accounts 
for circularization is functionally, by 
spot-checks of alternating meter routes 
of diversified meter readers. These 
routes are controlled in the permanent 
file of the audit working papers and 
their selection is alternated from one 
audit to the next. 

Where the company maintains an 
internal auditing staff of its own, it 
would be well to go over the accounts 
that have been circularized by them 
during the year, in order to select dif- 
ferent accounts or routes, thus making 
a wider coverage. If the company does 
not have an internal auditing staff and 
the accounts are too numerous to be 
appropriately handled all at once, at 
the end of the year, it will be expedient 
to have spot-checks made during the 
year, preliminary to the high peak of 
work to be done at the year-end closing. 

Verification returns should be care- 
fully reviewed before they are filed away 
in the working papers. Accounts in 
dispute should be examined for possible 
partial or total write-offs and, if numer- 
ous in amount, should be considered in 
relation to the examination of the re- 
serve for bad debts. 

A certain amount of control of the 
statements or confirmations sent to the 
client’s customers should be had, at 
least in the working papers, and it is 
desirable that the number and percent- 
age of items returned be included 
therein. 

Where the engagements are recur- 
rent or continuous from year to vear, 
a record of the nature and extent of the 
work performed should be retaitfed in 
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the permanent file for future reference 
in the following year’s work. 

This is desirable when auditing com- 
panies with a very large number of 
accounts, and particularly if subordinate 
records are located elsewhere over a 
wide area. In this manner, a much 
larger coverage may be obtained over 
a period of several audits. 

Statements may be controlled by list- 
ing, counting, numbering or client 
classification. The most common meth- 
od of keeping record of the statements 
sent out and returned is by company 
classification, which ordinarily is in 
route and folio order. This method will 
facilitate any correspondence or refer- 
ence between the auditor, client and 
customer later on. 

Comments on confirmations returned 
aiter the auditors leave the engagement 
must be followed up by correspondence 
with someone in authority in the com- 
pany and, if the engagement is recurrent 
and some of the explanations are not 
satisfactory, it may be necessary to 
verify them further upon later return to 
the engagement. 

In spite of the fact that statements 
are prepared with the explanation to 
the effect that the statement is not a 
request for payment, as mentioned here- 
inbefore, customers will, either through 
ignorance or convenience, enclose with 
the statements, checks or money in pay- 
ment of their accounts. This is a source 
of inconvenience and great concern to 
the auditor, particularly if the company 
has a firm policy of discount periods and 
“shut-off” notices at fixed and deter- 
minable dates from their billing dates. 
If monies are not forwarded from the 
accountant’s offices promptly, there may 
be a good possibility that a customer 
could be shut off by the company for 
non-payment while the actual payment 
rests in the accountant’s offices. 

Statements returned by the Post 
Office for improper or unknown address 
should also be mailed to the company 
promptly after the returned verification 
envelope has been removed. This will 
assist the company’s people in following 
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up final bills and delinquent accounts as 
soon as possible. 

Complaints and other comments to 
the statements by the customers not 
directly related to the examination, un- 
usual number of refusals of payments 
and other indirect matters, upon in- 
quiry, may reveal other conditions 
which perhaps may not be conducive to 
good management in other respects. 

Actual dates of billings and payments 
are sometimes cumbersome to deter- 
mine and depend upon local conditions 
and the habits maintained by client com- 
pany of its accounts. This is particu- 
larly important if timing of payments to 
the ledger stubs is to be tested to the 
cash receipts as a requirement of the 
audit procedure. When local conditions 
are understood, these differences may 
not be too serious, as any complaints 
would have to be verified to the actual 
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payment date on the cash records. 

It should be observed that all com- 
panies which do business on credit must 
of necessity resort to a system of keep- 
ing accounts receivable, and these re- 
ceivables are the crux of its operations. 
It is through these accounts that the 
majority of the company’s policies, 
methods and procedures can be meas- 
ured to a great extent in relation to its 
customers and that a proper evaluation 
of the company’s performance may be 
obtained. 

The accounts receivable is the final 
service to the customer which, when 
performed, is passed on to him for his 
scrutiny and approval. A comprehen- 
sive examination of this Balance Sheet 
item would more than repay the efforts 
made in its analysis and interpretation 
in relation to all other accounts, com- 
pany policy and its customers. 





I Do Not Need Audits 


“T don’t need audits because 
How often we hear this excuse! 


I do not borrow money.” 





But why not make it complete by adding a few more reasons as follows: 


I am not responsible legally or morally to anyone for anythin 

I am not ina position of trust with relation to any stockholders, : rs, creditors, bankers, etc. 
Nobody is responsible to me in any capacity. 

I do not employ anyone who is charged with the handling of money or valuable property. 


am perfectly able to prepare unbiased statements of my business which are correct, com- 


plete, clear and concise 

I am 100% efficient and do not need anyone to protect me against possible errors, or to 
analyze and interpret my records, or to compare my statements with those of other years 
or of others in the same business, or to confer with me on modern methods of control, 
economic trends, ete. 

I don’t extend credit, or need an analysis of my receivables. 

I know exactly what my costs are, and how much I am making in my different lines and 
departments. 

I know all about taxation, including all the latest enactments, rulings and decisions, and 
never pay any more taxes than.I should. 

I know my true financial condition. 

I know my true earnings. 

I keep fully informed and take advantage of all modern and proper financial policies and 
methods 

I am not interested in how my business looks to a skilled and experienced outsider 

I never need a well-informed, confidential advisor or consultant. 

I know exactly how much insurance I should carry. 

My records are such that in case of any ergergency all necessary information would be 
available. 

I do not haye any securities outstanding whose market value is of interest. 

I know all about. inventory valuation, depreciation rates, prepaid and accrued expenses, 


deferred income, and everything else. 
I never make a —— 
I di » not need aud its. H. R. whey ahr is mm 
Ernst and Err AVI inston-Salem, 
Jury 1946 BuLLetin 
of the Robert Morris 


N.C. 


Associates. 
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Accounts Receivable in Retail Operations 


By ArtTHUR Donow, C.P.A. and JoseEpH SANpLER, C.P.A. 


HE accounts receivable depart- 

ment in a retail establishment per- 
forms a function which, aside from 
keeping accurate records of amounts 
due from customers, has a direct bear- 
ing upon the success of the enterprise. 
It cannot be denied that intelligent han- 
dling of customers’ accounts develops a 
certain amount of customer goodwill 
which is translated into increased vol- 
ume for the establishment. It serves 
as an effective medium through which 
the sales promotion department may 
make the customer feel that her patron- 
age is invited and welcomed with the 
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result that she gives the store prefer- 
ence when she shops for her require- 
ments. 

Moreover, when we consider the 
cost to an organization of opening a 
customer’s account, we cannot empha- 
size too greatly the necessity for 
properly handling the accounts receiv- 
able so as to reduce to a minimum the 
amount of customer dissatisfaction. 

The nature of the problems confront- 
ing the accounts receivable department 
of a retail organization with respect to 
a customer’s account depends to a great 
extent upon the type of operation in 
which the store is engaged. The reg- 
ular charge account of a customer of a 
department store requires different 
treatment from that of an installment 
furniture store or a smaller specialty 
store. 

For the purpose of this evening’s 
discussion we shall mention briefly 
some of the special problems involved 
in handling the following types of ac- 
counts : 

(1) Regular charge accounts in de- 

partment or specialty stores 


(2) Installment accounts 
(3) Layaways or will calls 


Regular Charge Accounts of Depart- 
ment Or Specialty Stores 


The special problems connected with 
the accounts receivable of a large de- 
partment or specialty store arise firstly 
from the fact that the transactions are 
very numerous and the possibility of 
errors is therefore great and, secondly, 
the average customer requires detailed 
bills or itemized monthly statements 
because she does not keep proper 
records of her purchases. 

In order to reduce the possibility of 
inaccurate posting a system should be 
devised which would enable the posting 
clerk to prove his work daily. This is 
sometimes accomplished by a daily 
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proof sheet to check the work of each 
posting clerk. The customers’ cards 
involved in each day’s postings are used 
in recording the beginning balances and 
the debits and credits which are posted 
to those accounts and simultaneously 
carbonized on a proof sheet. The day’s 
closing balances are also recorded and 
carbonized from the proof sheet. By 
listing on an adding machine the day’s 
closing balances and comparing the 
total thereof with the total on the proof 
sheet the accuracy of the day’s postings 
is established. If the accounts are very 
numerous, the accounts receivable con- 
trol may be broken down into as many 
sections of the alphabet as the circum- 
stances warrant. It is usually advis- 
able to have as many control accounts 
as the number of posting clerks re- 
quired for the volume of work to be 
handled. A separate daily proof sheet 
is, of course, required for each posting 
clerk. 

Some of the larger department stores 
use what is commonly known as the unit 
plan of billing and posting. 
ing to the ledger card is a carbonized 
copy of the bill, and inasmuch as the 
bill is itemized, every item purchased 
appears on the ledger account. 

Some of the stores still use the dual 
plan of billing and posting. Under this 
plan the billing and the posting are per- 
formed by different individuals. Inas- 
much as both individuals must locate 
the accounts separately it provides a 
check against items being posted to the 
wrong account. 

Where the work of billing and post- 
ing is sufficiently voluminous to require 
the breakdown of the control account 
into various alphabetical sections, the 
posting media must be sorted to con- 
form with the alphabetical breakdown 
before it is transferred to the accounts 
receivable department. This sorting is 
usually performed by clerks who are 
engaged for this special purpose. 

In recent years some of the larger 
department stores have adopted the 
plan of cycle billing. This enables the 
accounts receivable department to bill 


Nn 


20 


The post? 


customers at different times during a 
month instead of having to bill all cus- 
tomers at one time at the end of a 
month. Generally the billing plan fol- 
lows the breakdown of the control ac- 
count into various alphabetical sections. 
For example, if the ledgers were sub- 
divided into three sections the billing 
would be done on the 10th, 20th and 
30th of each month. Accordingly, a 
customer in the first section would re- 
ceive a bill for purchases made between 
the 11th of the preceding month and 
the 10th of the current month. This 
bill would be mailed out as soon as pos- 
sible after the close of the period. 
Obviously, this procedure has many 
advantages since it permits a leveling 
off at the peaks in billing and spreads 
the work of the cashiers and posting 
clerks evenly over the month. The 
number of billing dates would be deter- 
mined by the volume of customers’ ac- 
counts. Public utilities have used cycle 
billing for many years. 

Accounts requiring special treatment 
may be identified by colored tabs so 
that they may be referred to the proper 
party for attention. 

The treatment of regular retail 
charge accounts for balance sheet pur- 
poses does not differ from the treat- 
ment accorded accounts receivable of 
the ordinary trading or manufacturing 
concerns. It is, of course, necessary, 
among other things, to make some 
analysis of the accounts as of the bal- 
ance sheet date to determine the extent 
to which there are past due balances so 
that the accountant may intelligently 
make provision for possible bad debts 
in the light of the existing circum- 
stances. 

The accountant must also use his 
discretion in determining the extent to 
which the individual balances should be 
verified by direct communication with 
the customers. The report of the Amer- 
ican Institute of Accountants dealing 
with extensions of audit procedures re- 
quires that some verification should be 
made by direct communication where 
practical and reasonable. Where, as in 
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Accounts Receivable in Retail Operations 


the case of department stores, the ac- 
counts are very numerous, the selective 
test should be applied, i.e., confirma- 
tions should be sent to a certain per- 
centage of the accounts, and the greater 
the number of accounts the smaller the 
percentage selected for the test. Be- 
cause of the nature of retail charge 
accounts receivable the use of the nega- 
tive form of confirmation would be 
warranted. 


Installment Accounts Receivable 


It appears that during the next few 
years the volume of business that will 
be transacted on the installment basis 
will increase substantially. During the 
war period, by virtue of the restrictions 
placed on consumer credit by the issu- 
ance in May, 1942 of Regulation W, 
firms engaged primarily in installment 
selling could hardly compete with the 
cash stores because the down payments 
and the accelerated installments re- 
quired under the Regulation do not 
leave the customer with an incentive 
to purchase on the installment plan and 
pay a substantially higher price than 
she would be required to pay for the 
same item in a cash store. Moreover, 
a number of articles usually referred 
to as “hard goods”, and which to a 
large extent were sold on the install- 
ment plan, were practically off the mar- 
ket during the past few years. These 
will now be manufactured in increas- 
ing quantities and will continue to be 
sold on the installment plan. 

From a procedural point of view, the 
handling of installment accounts ordi- 
narily differs somewhat from the han- 
dling of ordinary charge accounts re- 
ceivable. The mechanics are generally 
affected by the fact that installment 
accounts are usually charged with in- 
terest and carrying charges and it be- 
comes necessary to segregate the sales 
and such other income accounts so that 
they are properly reflected in the gen- 
eral ledger. 

Many stores do not send the cus- 
tomer periodic statements but provide 
a small account book in which purchases 
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and carrying charges are reflected at 
the time of purchase and the install- 
ment payments are entered as they are 
received. Other stores issue books with 
perforated coupons, each representing 
an installment. These coupons are 
usually mailed or submitted with the 
payments. The total of the unmailed 
coupons represents the balance still ow- 
ing on the account. The coupons as a 
rule bear the due dates of the install- 
ments so that the customer is always 
aware of any deliquency in the payment 
of her obligation. 

With respect to their treatment for 
financial statement purposes, some 
aspects of installment accounts require 
that they be handled differently from 
ordinary charge accounts. These are 
due primarily to the following: 

(1) There are a number of elements 
present in installment accounts 
receivable which have to be tak- 
en into consideration in evalu- 
ating the accounts for balance 
sheet purposes which do not 
exist for the ordinary charge ac- 
counts. 


(2 


The Internal Revenue Code per- 
mits a taxpayer to file on the 
installment method of reporting 
income from sales under speci- 
fied conditions. 


In evaluating the accounts receivable 
for financial statement purposes, it is 
necessary to age the accounts. This is 
usually done by classifying the accounts 
in accordance with the date of the last 
payment and not on the basis of past 
due indebtedness. Further analysis may 
be made with respect to each account 
to show the number of installments in 
arrears and the regularity with which 
the last few payments were made. by 
consulting the credit department and 
reviewing the past experience of the 
company the accountant can usually ar- 
rive at a reserve that should be adequate 
under the circumstances. Other factors 
that should be taken into consideration 
in determining the adequacy of the re- 
serve are the following: 
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Some of the merchandise sold 
on the installment plan may be 
repossessed and the proceeds 
from the sale of repossessed 
merchandise affect the loss on 
the account. 


i, 
_ 


~~ 


The collection expenses are usu- 
ally high and some consideration 
should be given to this factor in 
evaluating the accounts for bal- 
ance sheet purposes. 


Ww 


The loss of gross profit on ex- 
pected returns. This applies to 
regular accounts receivable as 
well as to installment accounts. 


(4 


Possible refunds on carrying 
charges. 


In large organizations where the in- 
formation is vital, separate reserve ac- 
counts may be carried to provide for 
losses from the aforesaid causes. Small 
stores, however, may carry one com- 
posite account to reflect the above men- 
tioned contingencies and future costs in 
evaluating their accounts receivable for 
balance sheet purposes. 

The gross profit on installment sales 
is usually reflected in one of two ways: 

(1) The entire gross profit may be 

picked up at the time the sale is 
consummated. 
The gross profit may be in- 
cluded in income only in propor- 
tion to the cash received in each 
period. 


Where the first method is used, the 
profit and loss account for the period 
should be charged with an adequate 
provision for losses taking into account 
all the elements heretofore mentioned. 

It is readily understandable that 
some conservative business men would 
prefer, especially for tax purposes, to 
reflect the profit on a sale when the mer- 
chandise 1s paid for by the customer or 
when the payment is imminent. To 
consider a profit as earned when a sale 
is made although the payment for the 
merchandise will be made over an ex- 
tended period of time does not seem 
reasonable to them. We are, therefore, 


Jt 
~ 
a) 


not surprised to find many installment 
houses deferring the profit on install- 
ment sales to the period in which the 
cash is received. This method requires 
the setting up of accounts for unreal- 
ized gross profit to which is credited 
the gross profit on the unpaid accounts 
at the end of each year. 


In view of the fact that the gross 
profit percentage fluctuates from year to 
year, it is necessary to keep the accounts 
receivable and the collections segrega- 
ted according to the years in which the 
original sales were made so that the 
proper amount of realized gross profit 
may be included in each vear. 

While the government sought to give 
relief to certain taxpayers by permitting 
them to report on the installment basis, 
it is doubtful whether in the long run 
those who availed themselves of these 
relief provisions actually benefited. The 
sad experience of many taxpayers dur- 
ing the past few years resulting from 
rising tax rates and governmental re- 
strictions on installment selling should 
cause the accountant to project care- 
fully the picture for a number of years 
before recommending to a client that he 
should avail himself of the privilege of 
reporting on the installment basis. Dur- 
ing the years 1942, 1943 and 1944 
many taxpayers were confronted with 
unusually heavy tax burdens despite the 
fact that their businesses, on an accrual 
basis, reflected large losses or only 
nominal profits. The acceleration of 
installment payments as the result of 
Regulation W brought about a situa- 
tion where in many cases the cash re- 
ceipts during the years 1942, 1943 and 
1944 greatly exceeded the volume of 
sales. This, of course, increased the 
realized gross profit which had to be 
reported at burdensome rates despite 
the fact that many of the sales had been 
made in the pre-war period when th 
tax rates were comparatively low. 

Section 736(a) of the Internal Rev- 
enue Code makes special excess profits 
tax relief available to those companies 
which have been reporting their income 
he installment basis provided in 


on th 


September 





Ilment 
nstall- 
ch the 
quires 
inreal- 
edited 
counts 


gross 
ear to 
‘ounts 
srega- 
ch the 
it the 
profit 


0 give 
itting 
basis, 
g run 
these 
_ The 
; dur- 
from 
al re- 
hould 
care- 
years 
lat he 
ge of 
Dur- 
1944 
with 
te the 
crual 

only 
ym of 
lt of 
situa- 
h re- 
} and 
1e of 
1 the 
‘oO be 
spite 
been 
1 the 


Rev- 
rofits 
anies 
rome 
d in 


nber 





Accounts Receivable in Retail Operations 


Code Sec. 44(a) if they can meet either 
of the following conditions: 

(1) The average volume of credit 
extended to purchasers on the 
installment basis during the four 
taxable years preceding the first 
taxable year beginning after De- 
cember 31, 1941 was more than 
125% of the volume of such 
credit during the current taxable 
year, or 
The average balance of install- 
ment accounts receivable at the 
end of each of the same four 
taxable years was more than 
125% of such accounts receiv- 
able at the end of the current tax- 
able year. 


~~ 


Those companies which meet either 
of the two eligibility requirements, in 
accordance with the Regulations, may 
elect—for excess profits tax purposes 
in its return for the taxable year, to 
report gross income from installment 
sales on the ordinary accrual basis. The 
taxpayer is not barred if it did not 
make the election in prior years, but 
once made, the election is irrevocable 
and must be used in all subsequent ex- 
cess profits tax years. However, when 
the basic eligibility requirements set 
forth above are no longer satisfied, the 
election under Sec. 736 may be aban- 
doned and the taxpayer may revert to 
the installment basis. Such abandon- 
ment of the election will preclude any 
further elections under this section of 
the Code. It must be remembered that 
any reversion to the installment basis 
involves the possibility of double tax- 
ation resulting from the requirement in 
Code Sec. 44(c) to include in income 
in the taxable year the gross profit con- 
tained in the collections made in the 
taxable year on sales made in prior 
years, despite the fact that the entire 
profit had been reported in the prior 
years on the accrual basis. 

The recomputations necessitated by 
the exercise of the election under Sec- 
tion 736 may not be used to increase the 
average base period net income nor the 
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invested capital except insofar as they 
may be affected by changes in the indi- 
vidual excess profits tax years. 

Inasmuch as it seems that the elec- 
tion under Section 736 must be exer- 
cised in the original return filed for an 
excess profits year, it would appear that 
this particular relief provision would 
be beyond any corporation which has 
not already availed itself of the election 
except those fiscal year corporations 
which have not as yet filed their form 
1121 for their fiscal year ended in 1946, 
It is interesting to note, however, that 
if the election can still be exercised, all 
prior excess profits years can be re- 
opened and refunds obtained. 

It is necessary when preparing a bal- 
ance sheet for a company which reports 
for income tax purposes on the install- 
ment method to bear in mind that in- 
come or excess profits taxes on the un- 
realized gross profit have neither been 
paid nor accrued. The disclosure of this 
fact, indicating the amount of the un- 
realized gross profit and the accounts 
receivable reserves set up, should ap- 
pear as an appropriate footnote on the 
statement. 

Some accountants have followed the | 
practice of setting up reserves for in- 
come taxes on an accrual basis calcu- 
lated at current rates even though the 
company is reporting on the installment 
basis. While this procedure seems to 
be more conservative, it does not make 
provision for subsequent increases in 
tax rates. The-rising tax rates since 
1939 emphasize the weakness of this 
treatment. In years of declining rates 
the client may properly object to the 
setting up of an income tax liability at 
a rate which may prove to be excessive. 


Will Calls and Layaways 


Many department stores, specialty 
stores and chain stores engaged pri- 
marily in selling wearing apparel on a 
cash basis to customers with limited in- 
comes, make it possible for their cus- 
tomers to have an article set aside for 
them upon their payment of a nominal 
deposit and a requirement that the bal- 
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ance be paid before the merchandise is 
delivered. The item is removed from 
stock and it is not available for sale to 
another customer. The transaction, 
therefore, affects the merchandise plan- 
ning for the department. 

It is important that proper control 
accounts be set up for will calls and lay- 
aways. Inasmuch as the merchandise 
purchased under this plan is usually of 
a seasonal nature, the balances must be 
checked frequently so that an article 
may be returned to stock before it be- 
comes unsaleable if the customer should 
not pay the balance due in accordance 
with the terms of the sale. 

Most chain store organizations do a 
substantial volume of business on a 
“will call” basis. Separate control ac- 
counts should be set up for each unit in 
the chain and a list of the individual 
balances should be prepared by each 
store monthly and submitted to the 
home office for comparison with the 
control The differences 
should be traced immediately. 


accounts. 


Where it is feasible, the head office 
should maintain a duplicate set of will 
call accounts so that the individual bal- 
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ances may be examined frequently by 
the person charged with the duty of 
seeing that they represent accounts due 
for current merchandise and that the 
company’s policy of returning the gar- 
ment to stock at the proper time is 
strictly adhered to. 

While many of the stores include in 
the sales items sold on a will call or 
layaway plan, most companies reverse 
these sales at the statement date taking 
the merchandise into inventory and set- 
ting up the deposits as a liability. Other 
stores regard will call balances as ac- 
counts receivable and make adequate 
provision for losses which may be sus- 
tained by having to return the merchan- 
dise to stock. The former treatment 
is recommended as sounder and more 
conservative practice. The sale is really 
not consummated and title to the mer- 
chandise not passed until the balance 
due is paid and the article delivered to 
the customer. 

Only a few of the problems relating 
to accounts receivable in retail opera- 
tions have been presented, and it is felt 
that those in attendance here can add 
much to what has been said on the sub- 
ject. 
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Questions and Answers presented at the April 8, 1946, Meeting of 
the Society, conducted by the Committee on Administra- 
tion of Accountants’ Practice 


Question: Has the Committee found 
the association of practicing account- 
ants for the purpose of sharing office 
expenses (such as rent, clerical sala- 
ries, etc.), rather than as an actual 
partnership in which all share respon- 
sibility and profits, to be a more recent 
development of accounting practice? I 
hear that attorneys are pooling their 
expenses in this fashion. I was wonder- 
ing the extent to which the pratice was 
being followed by accountants. 


Answer: The practice exists among 
the smaller practitioners and men who 
are just getting started in practice. The 
Committee cannot state whether or not 
there is an increase in this type of 
operation. 


Question: Usually, when a clientele 
is purchased, it is sold on a basis of the 
yearly income. Should a provision be 
made in the purchase contract for re- 
duction of the contract price for loss of 
income arising from loss of clients ? 


Answer: I think that is a very 
sensible provision to include, because 
purchasing a practice is risky. If you 
can have that provision inserted, you 
certainly should. 


Question: In case of death of a 
partner, how should work-in-process 
be valued in case of: (a) regularly re- 
curring audits ; (b) single engagements, 
undertaken on a flat fee basis or at per- 
diem rates; and (c) retainers on tax 
Cases 

Answer: There should be provision 
in the partnership agreement calling 
for valuation of the work-in-process 
in the event of the death of a partner. 
It might provide that all work-in- 
process should be handled by the sur- 
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viving partners, and charged upon the 
basis of the cost of the actual time ex- 
pended in the completion of the work. 

I happen to be familiar with an agree- 
ment of that sort, namely, that all work 
necessary to complete the work-in- 
process should be charged at actual 
cost, so that there would be no element 
of profit involved, and that the widow 
or the estate of the deceased partner 
would be fairly dealt with. 


A Member: [I should like to relate 
my own experiences and, perhaps, 
answer this very important question— 
the question of valuation of work-in- 
process. I recently terminated a part- 
nership and although our agreement 
was a good one, we were left to decide 
what should be done with the work-in- 
process. We decided, after much dis- 
cussion, that the following should be 
done: In each case the work would be 
completed by the partner who would 
take over the service of the client; the 
fees would be held in trust, as a partner- 
ship asset; at the time that the work 
was completed, an accounting would be 
had. Only the actual costs would be 
charged to the expenses of a particular 
job, 1.e., the labor costs of the senior or 
junior ; the excess of the amount of the 
fee over these costs would be divided 
among the partners in their profit- 
sharing ratio, irrespective of whether 
it was a per-diem engagement, a tax 
engagement, or any other type of en- 
gagement. In other words, we “let it 
ride” as long as we possibly could, until 
we could determine the actual net cash 
value of that particular job. 

Of course, as to the client itself, the 
distribution was made on the basis of 
the partner who contributed the ac- 
count to the partnership; or, if that was 
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not easily determinable, it was assigned 
on the basis of bids by the partners, 
based on the amount of the fee involved. 


Another Committee Member: I féel 
that the question of valuation of work- 
in-process might have been handled a 
bit differently, because there are ac- 
counting firms which keep their records 
on an accrual basis. They have cost 
records for individual engagements and 
post current costs to these cost records. 
It should not be too much of a problem, 
therefore, at the close of any period, 
to make some valuation of work-in- 
process based upon accumulated costs. 

Of course, as with any inventory of 
work-in-process, you might go beyond 
the recorded accumulated costs and 
perhaps give consideration to other 
factors. There are partnership agree- 
ments that provide specifically for some 
basis of valuing work-in-process. It 
may be the method that was specified by 
one of the members here or it might be 


any other method ; but it is by no means 
uncommon. 

I am not in a position to give you 
the exact formula for valuing the work 
done on a per-diem basis or on an an- 
nual retainer basis, but I think that 
would be a simple problem for account- 
ants who are frequently called on to ex- 
press an opinion as to the correct valua- 
tion of a complicated work-in-process 
inventory. 


Question: Do you suggest that 
the accountants’ partnership agreement 
contain an arbitration clause? 


Answer: Yes. If we were to put 
an arbitration clause into our agree- 
ments, we would be taking a step for- 
ward. I would like to see an arbitra- 
tion clause in all of our agreements to 
the effect that all disputes should be 
arbitrated by three arbitrators _ se- 
lected by the American Arbitration 
Association. 


ORD 


Tax Vobiscum or The Accountant’s Lament 


Some one has said if Winter comes, Spring can’t be far behind, 

But the thought the beautiful snow evokes in the public accountant’s mind 
Is, that ere gentle Spring unlocks the flowers to - the laughing soil 
His lot is cast with Tax Returns in unrequited toil. 

And woe to him, poor wretch, who while thus employed should err 
When Our Homer nods, no sympathy his, he just has not used care. 
And if through his sad error, or oversight, or mistake 

The client suffers loss! Well, always there's the lake! 


cautious seldom err, 


The 


so Confucius said, 


we're told 


Though it is wise to move quite slowly yet the race is to the bold. 
A happy combination is to be well prepared, then speedy, 
So, read well the laws, the regulations too, before helping out the needy. 


Tuomas W. ByrNEs 
The Jingler of Rue Rector 
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Competitive Bidding for Audit 
Engagements 


AMERICAN INSTITUTE OF ACCOUNTANTS 

Statement by the Executive Committee 

May 5, 1946 
OFFICIAL TEXT 

Competitive bidding for engagements to 
render professional service is unsound and 
illogical. Certified public accountants and 
their professional societies have long en- 
deavored to discourage, or even forbid, the 
practice, on the ground that it is harmful both 
to those who receive the service and to those 
who render it. 

The reason for opposition to competitive 
bidding is a belief that competitive bidding 
for audit engagements is not in the best in- 
terest either of the public or of the account- 
ancy profession: it is not inspired by a desire 
to restrict free and fair competition, nor an 
effort to monopolize accounting practice. 

An audit consists of an examination of ac- 
counting records and underlying data in con- 
junction with independent confirmation of cer- 
tain items which are susceptible to that kind 
of check. The extent of the examination, that 
is, the number of records of actual trans- 
actions which will be scrutinized, and the 
number of items which will be independently 
confirmed, must rest largely on the judgment 
of the auditor. It is his duty to make suf- 
ficiently extensive investigations and tests to 
satisfy himself that the records and financial 
statements reflect fairly the financial position 
of the enterprise and the results of its opera- 
tions. The cost of such an examination de- 
pends largely upon the time spent by the 
certified public accountant and _his assistants 
in doing the work described. The final prod- 
uct is the accountant’s opinion as to whether 
the financial statements as submitted do 
present fairly the position and the results of 
operations, with perhaps further detailed com- 
ment on various items for the information of 
those requiring additional information. The 
opinion may be valueless if offered by an 
incompetent person, or if offered on the 
basis of an examination which is inadequate 
to enable the accountant to form a valid 
opinion. The client, however, cannot know 
whether the opinion he has received is of value 
unless something later occurs to prove the 
contrary. 

The accountant’s opinion is far from being 
a mere intellectual abstraction. The readiness 
with which bankers, creditors, federal and 
state governmental agencies and _ taxing 
authorities, and all other third parties who 
must rely on accounting statements accept 
them is a definite and concrete matter on 
which the success or failure of important 
business transactions may depend. Decisions 
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may be taken by the owners or managers of 
enterprises on the strength of an accountant’s 
opinion and statements which may have 
serious ahd far-reaching results. There is 
no comparative measure oi such results either 
ona qualitative or quantitative basis. 

A comparison of fees or rates quoted by 
two or more accountants is worthless since 
there is no means of measuring the relative 
value of the services rendered. With price 
competition there is a strong temptation to the 
less scrupulous accountant to submit a lower 
bid than is justified by the requirements of 
adequate performance. When the work is 
awarded to him, he then finds himself in a 
position where, if he is to make a profit, or 
avoid losing money, he must curtail the scope 
of the examination, or employ assistants at 
lower than customary salaries. 

Just as an individual would employ a phy- 
sician in whom he had confidence, those re- 
quiring accounting services should employ a 
certified public accountant in whom they have 
confidence, rather than one who offers to per- 
form the work at a lower price. In the long 
run the client must depend upon the account- 
ant’s judgment. There is no way in which a 
client can check the accountant’s mental proc- 
esses and those of his assistants to determine 
that an adequate examination has been made. 

Even detailed specifications of the work to 
be done serve as no protection, because it is 
impossible to specify the exercise of good 
judgment. Laying down rules of ‘procedure 
to be followed by an accountant by no means 
assures a good audit. A competent account- 
ant, after commencing an engagement, might 
find many things in the specifications which 
were unnecessary in the given case, and many 
steps not mentioned in the specifications which 
should be taken. 

Opposition to competitive bidding does not 
indicate any intention to seek uniformity in 
fees or rates for accounting services, nor to 
interfere in any way with arrangements as to 
fees, rates, or scope of work which may 
properly be made between the client and his 
accountant. The propriety of settling and com- 
pleting such arrangements before or after 
the accountant is engaged is unquestioned. Nor 
is it suggested that clients or prospective 
clients may not properly inquire and be in- 
formed as to the amount or basis of an 
accountant’s fees for services under dis- 
cussion. 

Experience has shown beyond any doubt, 
however, that selection of accountants on a 
competitive price basis leads to poor quality 
of work. Often audits undertaken on the basis 
of competitive bids are not worth even the 
relatively small amount paid for them. Com- 
petitive bidding is incompatible with service 
as a proper professional standard. 
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Postwar Taxation and Economic 
Progress, 


A Research Study for the Committee 

for Economic Development, by Har- 

old M. Groves. McGraw-HIti 

Book Company, Inc., New York, 

1946. 432 pages. $4.50. 

Taxes are never of help to the busi- 
ness that is being taxed—the best that 
can be said about taxes is that “they 
could have been worse.” It is extremely 
important for the economic welfare of 
our country that the tremendous burden 
of taxes which this nation must bear 
for many years to come should be levied 
in such a manner as to do the least 
possible harm to the business economy 
in general and productive industry in 
particular. Recognizing this, a number 
of organizations of citizens and busi- 
nessmen have devoted considerable time 
and effort to studying the tax needs of 
the country in order to formulate 
recommendations for our postwar tax 
system to be submitted to Congress. 
One of the leaders in this field is the 
Committee on Economic Development. 
The studies of these groups can be of 
great value both directly as a recom- 
mendation to Congressional tax com- 
mittees, and indirectly by affording a 
logically integrated plan which could 
be supported by interested people who 
might otherwise dissipate their energies 
and overwhelm Congress with conflict- 
ing recommendations. 

“Postwar Taxation and Economic 
Progress” by Dr. Harold Groves, is one 
of three projects and supplementary 
papers authorized by the Committee 
on Economic Development covering 
various aspects of Federal taxation. 
Dr. Grove’s book discusses the larger 
issues of fiscal policy and includes a 
general statement on state and local 
taxation as well as specific recom- 
mendations for a Federal postwar tax 
system. It is, to a certain extent, a 
revision and ampliflication of “Pro- 
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duction, Jobs & Taxes” by the same 
author, which appeared in 1944, The 
manuscript of the present work was 
completed several months before the 
passage of the 1945 Revenue Act and 
the sudden repeal of the excess profits 
tax, and it has not been revised in the 
light of subsequent developments. 


In general, the overall criticisms and 
suggestions offered in Dr. Grove’s work 
are much the same as in other books on 
postwar tax policy. The double taxa- 
tion of corporate profits, the lack of an 
effective undistributed profits tax, the 
present capital gains taxes and the 
illogic of certain exclusions from income 
are the main objects of attack. The 
presentation is well documented and 
the conclusions are succinctly and force- 
fully presented. This book is well 
worth reading, not so much for the con- 
clusions it presents, which are hardly 
unusual, but for the manner of its 
reasoning, its charts and statistics, and 
the innumerable odd and interesting 
bits of tax information that the author 
scatters with a free hand. 

Naturally enough, one of the first 
points of the present Federal tax system 
criticized is the present double taxation 
of dividend income. This double load 
of taxation falls on enterprise income 
and imposes a special penalty at a 
strategic spot in the economic process. 
There is probably general agreement 
with the author’s conclusion that all in- 
come should be taxed only once and 
then as heavily as the needs of the 
government may require, provided that 
the other problems raised by this sug- 
gestion can be satisfactorily solved. 

Any attempt to shift a portion of the 
tax burden from corporate taxpayers to 
individual taxpayers immediately raises 
the issue of the proper tax treatment of 
undistributed corporate profits. The 
present system, which results in only 
one tax on undistributed earnings and 
two taxes on distributed earnings, is 
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unfair. Furthermore, it enables stock- 
holders to avoid personal income taxes 
by permitting corporate accumulations 
which are taxed at comparatively low 
rates. The undistributed profits tax 
in effect in 1936 and 1937 never func- 
tioned satisfactorily because it penalized 
the smaller corporations and further 
discouraged venture capital. The prob- 
lem which it was intended to solve still 
exists, and to create an undistributed 
profits tax that would function satis- 
factorily, the author suggests three 
possibilities, 

One course would be to tax share- 
holders on their proportionate share of 
the corporation’s undistributed earn- 
ings. Admittedly, such a suggestion 
creates very great administrative prob- 
lems, which are almost insuperable in 
the case of the large national corpora- 
tions and all those whose securities 
change hands frequently. A size classi- 
fication with small companies treated 
like partnerships and large corporations 
paying an undistributed earnings tax 
approximately equal to what the stock- 
holders would pay if all earnings were 
distributed (if this could be deter- 
mined), might meet this administrative 
objection. 

A more radical step would be to 
abandon entirely the corporate tax and 
reach all corporate earnings by means of 
a greatly strengthened capital gains tax 
on individuals. In order to make the 
personal tax apply fully to taxable 
gains, the necessary changes in the 
present capital gains tax would include 
elimination of special rate provisions, 
removal of limitations on deductions of 
capital losses, and taxation of gains and 
allowances for losses (that is, increases 
and decreases in value) at the time of 
transfer by gift and at the taxpayer's 
death. Under such an arrangement un- 
distributed corporate earnings, which 
would be reflected in the value of the 
stock, would eventually be subject to 
the individual income tax and to it 
only. This method has objectionable 
features, perhaps the most important of 
which is the long postponement of tax 
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liability. But it also has some merit and 
might possibly be applied to small new 
businesses where tax incentives to assist 
in obtaining new equity capital seem 
especially desirable. 

A third suggestion is based in part 
on the British system. Under this 
method the individual taxpayer would 
receive a credit, either as a tax with- 
held or as an advance tax payment, for 
all taxes paid by the corporation upon 
its earnings. This method partly suc- 
ceeds in integrating corporate and per- 
sonal taxes, and Dr. Groves expresses 
the belief that it is probably the best 
that can be offered. Here Dr. Groves 
is on firm ground, for the prevailing 
vpinion in tax circles is that this method 
can give the greatest aid to venture capi- 
tal without too great a reduction in 
revenue. 

Taxation as a means of social control 
in certain cases is discussed and the 
general conclusion is reached that its 
uses should be limited. The taxing of 
inter-corporate dividends is advocated 
mainly by the supporters of the gov- 
ernment’s anti-monopoly policy, but 
whether it accomplishes its goal of sep- 
arating corporate units is highly doubt- 
ful. The proper purpose of taxation is 
to raise revenue, and the use of the tax- 
ing power to further the socio-economic 
ideas of a group in power is to be 
severely condemned. 

Dr. Grove’s general conclusion is that 
the individual income tax should pro- 
vide most of the postwar tax revenue 
and he makes several specific recom- 
mendations both with respect to rates 
and to items which should be included 
in taxable income. Assuming a post- 
war national income of 140 billion dol- 
lars, and applying the present exemp- 
tions, deductions and exclusions, Dr. 
Groves estimates that about 41% of 
this income completely escapes taxation. 
Dr. Groves proposes a moderate reduc- 
tion from present rates, particularly in 
the $20,000 to $100,000 group, since 
this income supplies much of the ven- 
ture capital. 

These lower rates presuppose that 
capital gains are to be taxed as other 
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income, and that gains and losses accru- 
ing to a taxpayer's capital assets at the 
time of his death are to be included in 
taxable income in the final income tax 
return of the decedent. Unfortunately, 
the reasons which dictated the present 
treatment of capital gains are so force 
ful that the attempt to treat capital 
gains as ordinary income would prob- 
ably be abortive. The elimination of 
tax-free obligations and the community 
property privilege, however, are sug- 
gestions that find strong support. 

The author briefly considers excise 
and sales taxes. These taxes are classed 
under the head of “consumption taxes”, 
and the general conclusion is reached 
that although they were satisfactory i: 
the past, they are not very appropriate 
at present and become still less suitable 
with the passing of each year. 

Dr. Groves also discusses numerous 
changes in our tax system which have 
been advocated by others, such as var- 
ious forms of so-called “incentive tax- 
ation” and the spendings tax. While 
recognizing the theoretical advantages 
of some of these proposals, he confines 
his recommendations to those whi 
seem to have the best chance of success 
and at the same time are necessary to a 
logical and integrated tax system. 

The taxing policies of states and local 
units are an important part of the over- 
all tax picture. Some coordination of 
Federal and State taxes is necessary, 
but the usual method envisages Federa 
collection and State sharing—a_pro- 
cedure which is highly questionable 
since some loss must occur, much diver- 
sion takes place, and state self-reliance 
would suffer. The other alternative 
would be for the Federal government to 
devise a rational system of business 
taxes for itself, and the states to elimin- 
ate needless diversities in their tax 
systems. 

In the field of fiscal policy Dr. Groves 
does not advocate the usual “conserva- 
tive” idea of a budget balanced annually. 
His goal is the balancing of the budget 
over a cyclical period. Whether this 
objective can be attained in practice is 
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highly doubtful because it is most im- 
probable that the deficits of depression 
years would be eliminated by the sur- 
pluses of boom periods. This is particu- 
larly true if another of the author's 
suggestions, that the rates remain stable 
in all phases of the cycle, were to be 
followed. 


This book can be recommended to 
anyone interested in a complete survey 
of our present taxing system, and logic- 
ally worked-out proposals for needed 
improvements. If it influences the 
drafting of changes in our tax laws, we 
will have a more logical, equitable and 
productive system than the present one. 
The best hope of attaining this result 
lies in unified efforts by all interested in 
the reform of our taxing system. To 
this end, it is necessary to agree ona 
complete program. Dr. Groves’ book is 
of value both as a model for the proper 
method of presenting a tax study, and 
for the suggestions themselves which 
should serve as an excellent starting 
point in working out a complete pro- 
gram of tax reform which could be 
generally agreed upon. 


Paut D. SEGHERS 


New York Laws Affecting Business 
Corporations (Annotated), 
27th Edition, Revised to April 26, 
1946. xxxii + 610 pages. Price: 
$2.00, postage paid. U.S. Corpora- 
TION Co., New York and Albany. 


This well known publication contains 
the full text of the General Corporation 
Law, the Stock Corporation Law, the 
Business Corporations Law, “Blue 
Sky” and Anti-Trust Provision of the 
General Business Law, the Uniform 
Stock Transfer Act, the General Asso- 
ciations Law, as well as applicable sec- 
tions of other pertinent laws. There 
is also included a synoptic analysis 
(which provides quick reference to the 
several corporation laws), a table of 
cases, and a complete index. 

Forty-one changes effected in the 
1946 legislature are reported in this 
new edition. 
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A department head in a large organization was 
isked if he could reduce costs. He answered: “If 
ou ask whether we are doing the best we can with 
what we have, the answer is ‘Yes.’ If you ask 
whether we are doing the best we cou/d, the answer 
s'No’.”” Given certain equipment that he needed, 
this man knew that he cou/d reduce costs, increase 
eliciency, get more information, improve overall 
results. 

Many a man, responsible for accounting pro- 
cedure is in that same position. With the right 
equipment he could reduce costs considerably . . . 
for example, the same type of National figure- 


Making business easier for the American 





"How does what we are doing 
compare with what we could do '?” 


control machines that permitted one medium-sized 
manufacturer to get his payroll out 9 days earlier, 
and much more economically. Or let him have a 
complete report of yesterday's production on his 
desk on time each day. And saved him over 
$40,000 on his yearly accounting costs. All this, 
and a lot more, might be yours . . . if you had the 
right National figure-control equipment! They 
tighten up accounting operations and handle the 
work with a minimum of error and a maximum of 
efficiency. The National Cash Register Company, 
Dayton 9, Ohio. Offices in principal cities. 
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